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HEARING ON a 1043 THE NATURAL DISASTER 
PROTECTION AND INSURANCE ACT OF 1996 



THURSDAY, JULY 18» 1906 

U.S. Senate, 
Committee on Commerce, Science, and Transportation, 

Washington, DC. 
The Committee met, pursuant to notice, at 2:32 p.m., in room 
SRr-253, Russell Senate Office Building, Hon. Ted Stevens (chair- 
man) presiding. 

Stan members assigned to this hearing: Lance D. Bultena staff 
counsel; and Moses Boyd, minority senior counsel. 

OPENING STATEMENT OF HON. TED STEVENS, U.S. SENATOR 

FROM ALASKA 

Senator Stevens. I call the committee to order. Chairman Pres- 
sler has asked me to chair the hearing of the full committee this 
afternoon. 

Last week we were very concerned about the threat of 

Hurricane Bertha as it hit the east coast. We were very fortunate 
that Bertha was not as severe as expected. Disasters seem to be 
occurring in our counti^ at an alarming pace. Another disaster like 
Hurricane Andrew, which so far has cost over $16 billion, is not out 
of the realm of possibility. 

Last month in Alaska we had some of the worst fires our State 
has seen in populated areas of Alaska. I compliment FEMA and 
particularlyFEMA's director, James Lee Witt, for the rapid re- 
sponse of FEMA and the assistance that he has provided to the 
people of our State who suffered from diose fires. 

Disasters are a national problem, obviously, which is why I 
joined my friend from Hawaii, Senator Inouye, to introduce the Na- 
tional Disaster Protection Act. In the last Congress, it was his bill; 
in this Concnress it is my bill; if there is another revolution next 
year, it will be his bill. 

This legislation calls for more emphasis on disaster prevention 
and tries to stabilize the problems that our States are experiencing 
with disaster insurance. 

I convened a series of meetin|^ earlier this year to try to develop 
a consensus on the issue. We mvited all interested parties to at- 
tend the meetings and provide us with their comments on our pro- 
posed legislation. Homeowner groups, taxpayers, consumers. State 
and local governments, builders, realtors, ana insurers all at- 
tended, along with representatives from the Administration, as 
well as the Gfouse and Senate. 

(1) 
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In fact, many of the provisions of this bill that we are considering 
this afternoon were taken from a policy paper that the Administra- 
tion presented to us in early 1995. We took all of the workable sug- 
gestions that we received, workable in our opinion, and put them 
together in a new bill which, although it is not perfect, is, I believe, 
an important first step. 

All of the witnesses who appear here before us today were a part 
of that process to develop the new bill. Some may say we have not 
done enough, some may say we have done too mucn, but I hope 
that all recognize that we have tried to conduct an open process to 
try and reach a consensus. 

I believe now is the time to move ahead on this legislation. Much 
needs to be done by the Federal Government, the private sector, 
the individual States, the communities, everyone concerned with 
natural disaster issues. But we need to take the first step as far 
as the Federal government is concerned. 

Our goal is to report this bill out of the committee later this 
month, and to push for floor consideration of it in September. We 
have studied tne issue. . .we have studied the issue. . .we have 
studied the issue. . .and now it is time for us to act. 

I believe that through this open process we have developed a con- 
sensus that should be supported by both the House and the Senate, 
and a bill that should be capable of being changed to assure that 
it will be approved by the President. 

I am pleased once again to work with my friend from Hawaii. I 
think what we have just done on the floor on the defense bill shows 
that when the two of us decide that we are going to work together 
and convince our colleagues to work together, we can get the Sen- 
ate to act in a positive way. I believe we can get them to approve 
this legislation in September. 

STATEMENT OF HON. ERNEST F. HOLLINGS, UJS. SENATOR 
FROM SOUTH CAROLINA 

Prepared Statement op Senator Holungs 

As a resident of a coastal state, I can certainly appreciate the concerns about nat- 
ural disasters. Seven years ago, South Carolina was struck by one of the costliest 
storms of the century— Hurricane Hugo. Hugo caused approximately 29 deaths, and 
an estimated $6 billion in damages. 

Althou^ it was tragic, Hugo taught us an important lesson: we must be prepared 
to deal with such devastating events. Preparedness means building safer structures, 
ensuring the existence of an effective emergency response plan, and making sure 
adeouate and affordable insurance is available. 

Of course, mitigation must be the number one priority of any oomi>rehensive dis- 
aster policy. Without the construction of safer structures and effective emergency 
{>lanmng, severe property damage and other mishaps will continue to be minor proh- 
ems. Moreover, it's hard to envision insurance costs declining, or being olTered at 
affordable prices, if no sound miti|[ation is in place. 

I understand there have been significant changes to the miti^tion section of the 
bill. My primaiy interest at this point is whether the legislation will provide the 
proper incentives for development of comprehensive mitigation programs. I am par- 
ticularly interested in the views of the Administration on this issue. 

Bilr. Chairman, I also have a few questions about the insurance programs. Al- 
though I believe the federal government has a role in helping to stabilize insurance 
maikets, I am a little concerned about intruding upon the regulatoiy and judicial 
authority of the states. I am sure the witnesses testifying before the Uommittee this 
afternoon will be able to address these subjects. I look forward to their testimony 
and cUscussing these issues with them. 

Senator Stevens. Senator Inouye. 
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STATBBIENT OF HON. DANIEL K. INOUYE, UJSL SENATOR FROM 

HAWAH 

Senator Inouye. I thank you very much, Mr. Chairman. First I 
would like to commend you for not only authoring the new bill but 
for bringing it to this stage. 

As vou have indicated, this measure was developed after you con- 
vened a series of meetings with insurers, consumer groups, State 
officials, emergency management officials, and these meetings pro- 
vided, I believe, all of the mterested parties with an opportunity to 
voice their concerns and, importantly, provide input into the devel- 
opment of this Natural Disaster Protection and Insurance Act. 

As we have noted on many occasions, this bill will not completely 
solve the availability problem of disaster insurance, especially in 
Hawaii's hig^ risk areas, nor will it eliminate the Federal burden 
of disaster relief But I believe our bill is an appropriate and need- 
ed first step on which to build future efforts to provide affordable 
disaster rehef coverage. 

So I hope that my Senate colleagues will join us in supporting 
this bill. As you have noted, Mr. Chairman, we cannot sit back ana 
wait. Hurricane Bertha is just a taste of what could come in the 
months ahead. We have had, since we first beean discussing this 
matter, a hundred more disasters. I do not think that we can wait 
any lone. 

So I hope that we can begin the process. Something must be 
done, because the longer we sit around, many more lives may be 
ruined, many more fortunes may be lost, and many more cities and 
villages may be demolished. 

So I commend you, Mr. Chairman, on yowr diligent efforts, and 
I pledge to you working for a bill that will be favorably reported 
by this committee, and I join you in welcoming our witnesses today. 
This partnership will once again prevail, I am certain. 

[The prepared statement of Sentor Inouye follows:] 

Statement of Senator Daniel K. Inouye 

Mr, Chairman: Many of you know that I have had a long-standing interest in im- 
proving the way we plan for and respond to natural disasters. In my home state 
of Hawaii, we have lived throu^ such events and understand the need to better 
prepare for their inevitable return. Because of these threats, I introduced the origi- 
nal Natural Disaster Protection Act in the last Congress. Tlie Commerce Committee 
held two hearings and, at that time, I decided to accommodate the Administration's 
recniest for more time to develop an alternative disaster plan, and defer my efforts 
to nave this bill reported by the Commerce Committee. 

This Congress, 1 joined Senator Stevens as an original cosponsor of a similar bill. 
S. 1043 would reform federal disaster policies whidb address mitigation and insur- 
ance. Last fall, the Committee held a hearing on S. 1043, to examine ways in which 
to improve our nation's response to natural cusasters. 

Todi^, the Committee will examine substitute legislation to S. 1043. This sub- 
stitute bill was developed after Senator Stevens convened a series of meetings in- 
volving insurers, oonsumer groups, emeigency management officials, and many oth- 
ers. The meetings provided intere^ed parties with an opportunity to voice their con- 
cerns and nrovide input in the development of the substitute Natural Disaster Pro- 
tection ana Insurance Act. 

This substitute bill will not completely solve the availability problem of disaster 
insurance, especially in Hawaii's hi^ nsk areas, nor will it eliminate the federal 
burden of disaster relief. However, I believe our substitute bill is an appropriate and 
needed first step on which to build future efforts to provide afibrdable disaster relief 
coverage. 
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I hope that my Senate colleagues will join Senator Stevens and me in supporting 
this substitute bill. We cannot sit back and wait. Hurricane Bertha is just a taste 
of what could come in the months ahead. Do we need 100 more disasters or can 
we begin the process? Something must be done, because the longer we sit around, 
lives may be ruined, fortunes may be destroyed and cities may be demolished. 

I commend Senator Stevens on his diligent efforts and pledge to woiic with him 
in having this bill favorably reported by the Commerce Committee. I welcome our 
witnesses-today and look forwani to hearing your testimony. 

Senator Stevens. Our first witness will be the Honorable Law- 
rence Summers, Deputy Secretary of the Treasury. We welcome 
you, Mr. Summers. We are pleased to have your testimony. 

STATEMENT OF HON. LAWRENCE SUMMERS, DEPUTT 
SECRETARY OF THE TREASURY 

Mr. Summers. Thank you very much, Mr. Chairman. I have a 
longer written statement that I would like to submit for the record, 
with your permission. 

Senator Stevens. We will include your statement in full in the 
record. I just received it. 

Mr. Summers. Thank you very much. I am grateful to you for 
providing me the opportunity to appear on behalf of the Adminis- 
tration to discuss what is a critically important poUcy concern. This 
is something that the Administration has been very much focused 
on over the last several years. 

Led by FEMA Director James Lee Witt, we have improved our 
response to natural disasters, and I think we have a system that 
is more effective and more efficient than at any time in our Na- 
tion's history. That system is based on a national mitigation strat- 
egy and peiformance partnership agreements which FEMA has en- 
tered into not only to improve our response to disasters but also 
to take steps to reduce the cost of disasters before they occur. 

We have worked internally within the Administration and with 
you and interested private parties, Senator, to develop potential 
tools to deal with the impacts of disasters that go beyond tradi- 
tional response and mitigation efforts. This is an area where we 
must do better. 

I believe that the current bill represents a very substantial im- 
provement over the legislation with which the Administration 
found fault last fall. However, these are immensely difficult issues, 
and while I share the impatience of many to move on with action 
in this area, I believe, given the potential for significant govern- 
ment liability, that more work and further consideration would be 
needed before it would be appropriate for the government to adopt 
the initiatives that are included in S. 1043. 

My msgor concerns and those of the Treasury Department go to 
the insurance-related provisions of the bill, but I want to empha- 
size that the Administration as a whole believes that it is crucial 
that legislation in this area build on the work FEMA is doing with 
the States and that within budget constraints we must make sure 
the effort at mitigation is funded as fully as possible to provide ef- 
fective incentives. 

The insurance provisions contained in the bill are desi^n^ed to re- 
sponse to industnr concerns about capacity and profitabilibr of writ- 
ing insurance in nigh hazard areas. We find that excess-of^loss con- 
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cept to be both creative and interesting. It is something that the 
Aoministration had worked very hard on. 

But there are serious questions that I think we must give fuller 
answers to before we are prepared to expose taxpayers to the kind 
of liability that is involved. 

With respect to the loss costs commission, we have serious ques- 
tions about the balance between technical improvements in rate de- 
velopment and ad hoc alteration of the Nation's State-based 
scheme of insurance regulation. An advisory body like the loss costs 
commission, which brings together nationwide experts, can make 
important progress in the technically difficult field of loss estimates 
for major msasters. 

However, as included in the legislation, the commission, which 
would in essence place a federally established floor under hazard 
insurance rates represents the beginning of a potentially major 
movement of the focus of insurance regulation from States to the 
Federal Government. 

Whatever one may think about issues relating to the Federaliza- 
tion of insurance regulation, I think it is fair to say that it is ex- 
tremely complex and an issue that needs to be considered carefully 
and comprehensively within a broad insurance context. Insurance 
companies write many lines of business, and the interplay of avail- 
ability, rates and solvency demands comprehensive consideration. 

A second concern goes to the private disaster insurance corpora- 
tion, which is troubling because of the exceptionally broad antitrust 
exemption that the bill provides. We have had a long tradition of 
believing that competition is best for both customers and the econ- 
omy We believe that it is appropriate to provide exemptions only 
upon a strong showing that exemptions would improve the econ- 
omy and would not harm consumers. 

I seriously question whether that showing has been made here. 
Of course, insurance already enjoys substantial antitrust immunity 
under die McCarran-Ferguson Act. That Act, however, does not 
allow the insurance industry to engage in group boycotts. It is un- 
likely that allowing such boycotts would be appropriate, and we are 
deeply troubled bv the provision for a new and broader antitrust 
exemption in S. 1043 that would permit group boycotts. 

We also note that other industries that have been granted lim- 
ited exemptions from Federal antitrust laws have received such ex- 
emptions only in the context of Federal regulation of the industry. 
As regulation has been diminished, the scope of the antitrust ex- 
emption has been reduced. 

Finally, with respect to the excess-of-loss contracts, I would raise 
two msgor questions for the consideration of the committee as we 
go forward. First^ are we ready to go forward, to commit the United 
States to a liability tliat coula reach $250 billion over the next dec- 
ade? Second, are we certain that the benefits of taking on such a 
liability will actuallv be passed through to consumers? 

Let me be clear. I think the excess-of-loss concept has real prom- 
ise, and am proud that the Administration worked on its develop- 
ment. But I think it is a concept that will require more extensive 
study before it can prudently be entered into law. 

Experience has shown the risks associated with the Federal Gov- 
ernment taldng on large contingent liabilities with less than the 
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most rigorous and detailed analysis. The S&L debacle suggests how 
paid-for contingent liabilities can get out of hand. 

More recently and more positively, our experience in the treasury 
following our announcement that we are considering issuing in- 
dexed bonds, a concept that has been around far longer than msas- 
ter excess-of-loss contracts, brings to mind how many issues and 
concerns must be dealt with to effectively administer price and 
market complex financial instruments. 

We believe that in this case, before undertaking such a liability, 
still more elaborate consideration, study, drafting of proposed im- 
plementation plans, and the like, is necessary. 

Let me conclude b^ saying that natural disasters affect us all. 
They do not distinguish between Republicans and Democrats. This 
is an area where I think we have worked together in a bipartisan 
spirit and will need to work together in die fixture, because diis 
problem is so complex and multifaceted. 

While I share the committee's impatience with the length of time 
that this issue has been considered, I do have to report mat at this 
point, because of the potential liability involved, because of ques- 
tions about the regulation of the insurance business and the ques- 
tion of antitrust exemption, and because of the desirability of in- 
cluding a fuller set of mitigation provisions in any approach that 
goes forward, that we are not in a position to support this legisla- 
tion as it now stands. Thank vou. 

[The prepared statement of'^Mr. Summers follows:] 
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Testiiiiooy of Ltwicooe H. Summers 
Deputy Secretary 

before the 

SemOe Committee oo Commerce, Science, and 

TraniiportatMW 



July 18, 1996 



Litroductioa 

Chairman Pressler, Senator HoUings, Senator Stevens, Senator Inouye, members of the 
Committee. I qjpieciatB the oiqwrtunity to q)pear before you to discuss the proposed Natural 
Disaster Protection and Insurance Act of 1996. 

I would like particularly to thank Senator Stevens and Senator Inouye for their 
leadership on this issue. The concerns that pronqilBd this legislation and hearing are 
bipartisan. Disasters make no distinctions on the basis of party affiliation or state boundaries, 
and all of us recognize that the costs of natural disasters are too high, not only to federal, state 
and local governments, but to businesses, homeowners, and residents throughout the nation. 

The Clinton Administration is committed to ensuring that the we lespoiid quickly and 
iq>prppriately whenever and wherever disaster strikes. As a result, American communities 
impact by natural disasters receive our he^ foster than at any time in our history. 
Reqxmding to disasters is only one part of the equatioo ~ the more difficult part is finding 
whsut stq» can be taken to reduce the ovendl costs natural disasters impart We commend the 
Committee for attempting to address this problem. Unfortunately, we believe that the 
proposed legislation does not yet acconqdish this goal. 

We have four princqxd concerns with S.1043: (1) the bill does not significantly reduce 
the costs of natural disasters, as the mitigation provisions are inadequate; (2) the bill introduces 
a federal role in regulating the insunmce industry, a significant change that warrants careful 
study; (3) the bill provides a broad antitrust eawmption for the reinsurance industry, without 
yielding clearly ddSned benefits; and (4) the hill subjects the taxpayers to a nuyor potential 
liability through the auction of excess-of-km contracts^ an effort that requires a good deal 
more work before enactment 

S.1043 does profvkle benefits to the insurance industry. However, legislation in this 
area should be comprehensive and include effective mechanisms that will reduce the growth of 
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fedefal disaster OKpeoses as wdl as the ovendl inqnct and eoooomic cost of catastrophic 
oocurrenoes. 

Redodng the Costs of Cataslropliic Events 

Over the last decade, fisderal expenditures due to natural disasters have grown 
substantially. Since Hurricane Hugo in September 19S9, the fisderal government has ei^ended 
almost $34 billion for emergency assistance and rebuilding after major disasters, including 
$9.5 billion for Hurricanes Andrew and Inild, and Typhoon Omar in 1992; $7 billion for 
Midwest floods in 1993; and $12 billion for the Northridge earthquake in 1994. 

We need, as a nation, to do better. We have to address the total problem in the area of 
natural disasters, and this requires addressing how we reduce the costs of disasters. As is true 
in medicine, *an ounce of protection is woitii a pound of cure.* The principal stral^y for 
reducing the costs of natural disasters is pre-disaster mitigation. While insunmce can, and 
should, have an inqxxrtant role in encouraging mitigation, it is primarily a means of qxreading, 
not reducing, costs. 

There are two reasons why the mitigation provisions of S.1043 are unlikdy to 
significantly improve what is already being done by states and localities. First, the bill 
provides insufficient funds for pre-disaster mitigation. Meaningful mitigation efforts require 
states and communities to invest resources in their critical infiastructure to better withstand 
natural disasters. The funds provided in S.1043 through the hazard mitigation fund are much 
too small to have any real effect As you may know, the proposed hazard mitigation fund will 
receive the unobligated FEMA Section 404 funds and a surcharge of no more than 5% of the 
proceeds of the CKcess-of-loss contracts. Our preliminary estimates indicate that under $20 
million per year would be available to this fund, assuming that Treasury auctioned most of the 
excess-of-kas contracts. On a pro rata basis, tids small pool is unlikely to offer sufficient 
incentives to states or localities to undertake the implementation of genuine mitigation 
measures. As a point of reference, communities in the State of California currently q^end over 
$3 billion annually on fire protection alone. 

Second, S.1043 will not encourage any new mitigation pkuming. States and localities 
already undertake fkxxl mitigation planning under the National Flood Insurance Reform Act of 
1994, Section 409 planning under die Robert T. Stafford Disaster Relief Act of 1968, 
mitig^on planning funded through National Earthquake Hazard Reduction Act of 1977, and 
mitigation planning through the Performance Partnership Agreements. The federal 
government should continue to work with states to simpiify, consolidate and focus the 
mitigation planning already supported at the state and local level. FEMA is currently working 
with states to clarify state mitigation roles and unify planning requirements. 

Successful natural disaster strategies must begin first with concrete methods of reducing 
die costs to society and governments. This bill, at best, touches on these issues and calls for a 
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ThefeMeaanHbcrcf pnUcatwilk AiifnpQML Tke ikmI flgpificut is the 
icftefedendioleiiriDteKllivgcfiHHMceiiriHbyiiies. I bdiewe ive mm 
proceed ygycMcliiOy in fwiMkrw^ MgrlipecfciiMMMi, ft aqr be flat a ooavincii« 

Hofwever^ I do BOt belicwe flitf flie CDvcnHKitt AnM liifcB ad IMK slq^ 

iiMhMtiy - pttirtilarfy «■>> iJMt i« M| i Bi J ii y A> ■Jywf #if «-^ ■■piWtinii ^ iStfcnit fall 

ooosideatioo of flie polealfld iapiodioat. 



I am alio coaoenwd alMot flK diffiadty flat a oonunkm would five wifli letting 
oosUooamtiaoaltMnis. ft b qoe^kaadife whedKr fla ooomBnioo would be able to reeolve 
die oooteatioos iaoes fliat would be likely to «i« v^Bifii^ die risk estim^^ 
paiticulaily qoestioiis diat icfafle to fla cstiiHiBi of fla fiteqoeocy and costs of ny^ 
ft is likely flat coflUMHUties at risk fioa carthqiakes win <fispate die estim^ 
ranges due to fla * cali s lro| iiii c * aaiB« cf flte rrti aii ri, and die inhacnt difficulty and 
uncertainty in predicting da oocaanoe of caffliqaakes. Similariy, communities at risk from 
hurricanes fiae siflribr unceftaialies wilk reqact 10 kag lenn weadar forecasts. We know 
that risk modcliqg is an area uadfiyiiig tmaradons and dynamic devetopmeot Widida 
industry continuously creatii^ new, nwresopiusticatBd models, the creation of a commission 
might in fiat have fla i minte nd e d c o nsequen ce of iinpedh< g da furdar development by da 
private sector of efifective nadels. 



The commission's me aettiag ■»*'*— ^^^ could prawe to be unfidr to states and to 
consumers. While private insurance firms will have da option of adopting da km costs 
estimates in their rate filinp widi stale rcgublors, stale teguhdon will be required to treat the 
kMS costs as authoritative unless da nqgublor makes a finding diat da costs are excessive, 
inadequate or unfidrly disrriminalofy. We believe that this structure may not allow stale 
roguhdori to property cfaalleqge an mflaled km coats component of a rate application. Ifa 
commisskm is needed at all, it shoukl be structured in a manner diat provides bodi reguhdon 
and msuranoe conqanies widi optional km costs ranges based on publicly disdoaed models. 
This bill wouU not have diat efifect 

Rnally, S.1043 woukl pbae a new administrative burden on da federal government. 
Our estimates suggest diat da staffing needs for da new commission will be about 75 full time 
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Maff employee!, a number which does not include the 11 part-time commissioners, and require 
annual funding of at least $15 million. The bill would authorize only $S million for the initial 
expense of the proposed commission. 



Antitrast Enmptloiis for the ReJnsnmnce Industry 

S.1043 proposes a new antitrust exenq[)tion for natural disaster reinsurers. Such an 
exemption is not needed to enable the private insunmce indusliy to provide reinsuiance in an 
qjpropriate pro-competitive £uhion. If natural maricet forces are insufficient to induce the 
private insurance inchisliy to provide this reinsurance, we do not see any additional incentive 
that would be afforded through a broadened antitrust exenq[iCion, odier than the p ro s pect of the 
extra profit to be gained by engaging in anticompetitive activity. This incentive would deariy 
work to the detriment of the insuranoe4>uying public. 

The busmess of insurance already enjoys substantial antitrust immunity under the 
McCarran-Ferguson Act, an exenqition that has been highly co n troversial over the years. 
However, there is an important exoqytion to McCarran-Riguson: the insurance industry is 
prohibited from engaging in group boycotts. We see no reason to abandon this protection in 
the context of reinsurance for natural disasters. 

EiXCC8B-of-Lo6S Contracts 

We support the concept for federal eKoess-of-loss contracts to increase industry capacity 
to insure against nuyor disaster risks. These contracts would provide a financial instrument 
that, if effectively used by the insurance industry, could increase the capacity of the primary 
insurance and reinsurance maricets to provide natural disaster coverage. Nevertheless, we 
recognize that there are no assurances that the industry will transfier this capacity to consumers 
in the form of increased coverage. 

We beUeve that excess-of-loss proposal without further exploration would be 
premature. I have two concerns: First, experience suggests that for the federal government to 
take on laige reqxmsibilities of the kind envisioned by S. 1043, extraordinary caution is 
needed. The amounts in question may be as high as $25 billion per year. It is conceivable 
that they would be as large as $250 billion over a decade, an amount that approaches the costs 
of the Savings and Loan bailout While the contracts would be sold through an auction 
mechanism, and the federal government should receive fidr consideration, experience suggests 
that without great care in the development and management of this program, there is a real risk 
that the federal government will not be adequately compensated. Second, it is important that 
benefits pass through to ensure more widely available hazard coverage for consumers. In this 
area, we need to better understand the relationship between pricing and availability. 
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In condittion, natural di«a«ter kmei aflect m alL II is essential that we work together 
to reduce their impact But it is an extremely complex and multi-fiKxted problem. We look 
forwaid to working with this Coawnitlrr and others to pudi ahead toward actions - whether 
administrative or legislative, federal, stale, local or private - that will make natural hazards 
less synonymous with natural < 
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Senator Stevens. I sort of feel a little stung. Mr. Summers. We 
had a bill that the Senator from Hawaii and I aid. I introduced the 
bill in 1995 that he had in the last session of the last Congress. 
In the last Congress the Administration asked us to wait, and we 
did, and at the last minute came up with some suggestions which 
would not fly. 

Now I introduce this bill at the beginning of this Congress, 2 
years later, and we have changed our bill along the lines rec- 
ommended by the Clinton administration. The excess-of-loss con- 
cept came from your Administration, Mr. Summers. You say you 
predict a possible $250 billion loss over 10 years. That would mean 
that we would have to have disasters that would total over $50 bil- 
lion a year, and so far our top figure has been about $17 billion. 

I mean, why are vou dragcpng these red herrings through our 
room here today? I do not understand that. We have tried to work 
with the Administration. That excess-of-loss provision came from 
you. Except for two minor changes, it is, word-for-word, the Treas- 
ury Department's proposal to us, and now you want to defeat the 

The exemption from antitrust, that was a result of you asking us 
to take out the concept of the Natural Disaster Insurance Corpora- 
tion. The corporation that was in Senator Inouye's bill would have 
been exempt from the antitrust laws. If we put the current concept 
of a '"private" disaster corporation into the private sector in order 
to achieve the same objective, we have to have limited exemption 
from the antitrust laws. But the exemption it is not as broad as 
the national corporation would have been. 

I really feel sort of stung. Where did you get this position from? 
It does not represent tlie position that was represented in our con- 
sensus meetings by the White House. Are you speaking for the 
White House too, the whole Administration? 

Mr. Summers. I am speaking for the Administration, Senator 
and, as I have tried to inmcate 

Senator Stevens. Are you aware that it is your provision, the ex- 
cess-of-loss provision is your provision, totally? TTie numbers, the 
whole concept is yours. Now you do not want to support our bill 
because we have taken your suggestion, taken out a whole portion 
of our bill, and put yours in there verbatim except for two things 
which were very technical. 

Now I really am surprised. You do know you originated it. You 
set the limits, the $25 billion excess loss annual auction limit. 
Those are your limits. Then you take them and say, look, if you fol- 
low our suggestion, you are going to lead to a $250 billion loss to 
the treasury. 

I do not understand. Senator, 1 3aeld to you. 

Mr. Summers. Senator, if I mie^ht just respond, I want to be 
clear. I did not predict that, given uie disaster n^^es, that the cost 
to the treasurv would be $250 billion. What I tried to indicate was 
that I believed there was a potential, logically possible, potential li- 
ability of up to $250 billion over a decade. 

We believe that this is a very promising idea, that it is an idea 
that is worthy of further study, mat it is an idea that very likely 
should at some point be implemented. But we believe, on the basis 
of a careful review of the plans as they have to date been developed 
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and laid out, that it would be premature to make a commitment 
to immediately going forward with arrangements under which the 
ta^3ayers wouldtake on a liability of this Kind. 

This is something where we verv much want to work coopera- 
tivelsr with the committee, with all speed that is possible, to find 
the right mechanisms and assure ourselves that we are legislating 
in a prudent way that is adequately protecting the taxpayer ana 
is assuring tliat there is the availability of insurance as widely as 
possible. 

Senator Stevens. Well, let me read your statement. It says: 
''First, experience suggests that for the Federal Government to take 
on a large responsibility such as envisioned by S. 1043, extraor- 
dinary caution is needed." We agree. 'The amounts in question 
may be as high as $25 billion per year." 

The excess-of-loss provision kicks in after there is a loss of $25 
billion to tlie industry. "It is conceivable," you say, "that they" — ^and 
that means the Federal responsibility — ^^could be as \aTge as $250 
billion over a decade." Ten years. The excess-of-loss provision is $25 
billion a year. 

What you are sajdng is that it is conceivable that there could be 
in effect migor catastrophes every year that could reach that figure. 
Is that not what you are saying? You are predicting it is conceiv- 
able tliat we could have disasters that would total $250 billion in 
10 years. Is that right or not? 

Mr. Summers. I am stating that it is conceivable that that could 
take place, that that is the upper bound on the liability. 

Senator Stevens. If it is conceivable that that takes place, is 
that not in and of itself a catastrophe, that it is conceivsdble that 
we could have a $250 billion loss without a mechanism to deal with 
it? Where is the mechanism to deal with what you conceive of? 
There is none unless we pass a bill like this. There is none unless 
we get the private sector in this somehow. There is none unless we 
devise a system that would annually help us take care of these 
losses. 

The country would be devastated and there would be absolute 
bankruptcy if^^your conceivable concept came about without a mech- 
anism like this. I think you have just dug a hole that is so big for 
the Administration I do not know how it is going to get out of it, 
because now you must help us. You must help us get a Dill, because 
if it is conceivable we could have a $250 billion uninsured loss, it 
is not possible for the taxpayers to pay it, and we will be dev- 
astated as a countiy. 

This is like the Secretary of Defense telling us it is conceivable 
that we could have a world war every year. Now, if you want to 
conceive that, then you better help us find a way to fight the wars. 

Senator Inouye. Well, Mr. Chairman, I too am concerned, be- 
cause the $25 billion threshold is the amount that you had or the 
Administration had specified earlier. Was it not the Administration 
that suggested that such a program was necessary because the pri- 
vate market will not be able to insure at levels $25 billion and 
hi^er? 

Mr. Summers. The Administration suggested in the past and 
continues to believe that there is great merit in the excess-of-loss 
contract concept. We are concemedabout its immediate implemen- 
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tationy as this legislation would propose, pending more elaborate 
analysis and study of its implementation. 

We are also concerned by the other features that I attempted to 
enumerate in my testimony. 

Senator Inouye. I can appreciate your caution, but 2 years ajgo, 
at the suggestion and request of the Administration and in def- 
erence to uie Administration's request, we decided against moving 
the bill at that time. That was 2 years ago. How much longer do 
we have to wait? 

Mr. SuMBiiERS. Senator, I share your sense of impatience with re- 
spect to this issue, and I am prepared to commit to consulting and 
working as rapidly as possible to develop an appropriately com- 
prehensive approach. 

As I said, I think that the approach that is contained here rep- 
resents a very important step lorward from the earlier legislation, 
which would have provided for an open-ended liability. But I be- 
lieve that we are still not quite there yet^ and that it will be nec- 
essary to consult and work further with mterested parties to pro- 
vide the requisite degree of assurance that this program will not 
work out to the substantial disadvantage of the taxpayer. 

I share the Chairman's view. It is critically important that we 
get the private sector involved in this area, tnat with the rate of 
mcrease of natural disasters that it is veiy important that as a Na- 
tion we be in a position to act But I do not think that we are quite 
at the right point with this legislative vehicle, given its various fea- 
tures. 

Senator Inouye. If we once again in deference to the Administra- 
tion decided to hold evervthing, it would mean we will be starting 
from scratch. What would your reaction be if the committee decided 
to essentially come forth with a measure of the type that is now 
before us? 

I suggest this because that is not the alpha and omeea. Even 
after it comes out of this committee, it has to go throu^ many, 
many steps, debate on the floor and passage, amendments there, 
then conference, et cetera. But what would your position be if we 
decided to report a bill, essentially what we nave before us, to the 
full Senate? 

Mr. Summers. You would have to record our concerns, which 
again are in the area of the need to do more on mitigation, the 
questionable approach to the regulation of insurance company in- 
terests in terms of the antitrust exemption, and the Federal floor- 
setting on regulation, and the need to contain language that would 
not lock us into accepting that potentially large taxpayer liability 
if problems in developing the auction mechanism ana suitable con- 
tracts were to be unearthed as we moved toward implementation. 

Senator Inouye. In other words, you are at this stage prepared 
to suggest definitive language. You do not need to analyze any fur- 
ther. 

Mr. Subamers. I am sorry? 

Senator Inouye. You are ready to provide your suggested amend- 
ments to the bill. 

Mr. SUBAMERS. Well, I think in some of these areas I think that, 
while reflecting the complexity of the area, we are able to identify 
steps which seem to us to be problematic. It is difficult to— it is not 
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clear that we have worked out intellectually the appropriate solu- 
tion to the problem. So I cannot be in a position to commit to you 
that I can provide the paragraphs that would be accepted. 

What I can do is commit to work actively with the committee and 
with others to find the right approach to solving this problem. 

Senator Inouye. But at this moment you do not want anythine^? 

Mr. Summers. At this moment, I think this bill, as it now stands, 
is not something tfiat we are able to support. I think that it is 
something where we too share the sense of impatience, and for 
anyone mio did not get it, I think Bertha was a very important re- 
minder of the stakes that are involved in this issue. We are pre- 
pared to work cooperatively and actively to try to move this along. 

But I think the legislation as it now stands, we are concerned 
about the balancing ot benefits between the insurance industry and 
the taxpayer and the potential victims of disasters, and are con- 
cerned that the balance of benefits does not go sufiiciently far to- 
ward reducing the extent to which our fellow citizens suner firom 
disasters or are given recompense when they do encounter disas- 
ters. 

Senator Inouye. Mr. Chairman, I too find this rather regrettable 
and disappointing. I was hopin^^ that this hearing could be used to 
bring forth suggested changes, if any, so that we could move ahead 
and possibly report this measure out. But it seems like we will 
have to go back to tlie drawing board or maybe spark some urgency 
in all of us by placing before ttie Administration, the industry, and 
all those interested, a measure. Then we pounce upon it. 

Otherwise, this will be a debating society that will go on forever. 
Thank you. 

Senator Stevens. Senator, we will have to reassess the situation. 
I was just looking back at some of the comments that were made, 
Mr. Summers, by your colleague fi'om the Administration, from the 
Treasuiy Department, as a matter of fact, on December 5, 1995 be- 
fore the House Transportation and Infirastructure Committee. 

The comment was: TiOsses incurred by primary insurers and re- 
insurers in recent disasters have been substantially higher than ex- 
pected. Problems of insurance availability and anbroability occur 
because of the mismatch between the perception of risk by the in- 
surance companies and those of the consumers. Insurance avail- 
ability concerns tend to occur when insurers cannot raise rates suf- 
ficiently to cover expected losses. We believe that one of the main 
reasons for the fall-ofi* in availability of primary disaster insurance 
is the unavailability of reinsurance to cover the losses of insurance 
companies in circumstances where tlie total industry losses fi-om a 
single disaster are in excess of $25 billion." 

Af^ain to quote: '^e believe that the excess-of-loss approach ef- 
fectively complements the existing insurance and reinsurance in- 
dustries and the system of State insurance regulation while boost- 
ing the private sector's ability to meet the financial claims result- 
ing firom a disaster without the need for a tamayer bailout." 

Now, it was those comments that led us to believe that if we pro- 
ceeded to work with tlie persons who were objecting to the bill, we 
did not consider the Administration was objecting. We agreed to 
take the excess-of-loss provisions. We agreed to take your figures 
rather than ours. We have put them into this bill. 
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The $25 billion figure was your figure, as I said before. The ex- 
cess-of-loss contract minimum of $& billion was your figure. As 
you point out, we have had $34 billion in m^jor disaster assistance 
since 1989. The costs are going up rapidly. 

If we have what amounts to two regional disasters, at one time, 
it is bei^ond the capability of the insurance industiy and beyond the 
capabiuty of the taxpayers to assist Only by putting in place a 
complementary system of privately purdiased insurance with a sys- 
tem of reinsurance could we expect to handle two major national 
disasters at tfie same time, in the same year. 

Yet the Administration has just given you the hatchet and unfor- 
tunately you are the one to chop down the tree. The tree was the 
Administration's tree. We built this around the Administration's 
testimony of last December. We substantially changed our ap- 
proach, Senator Inouye's and mine, in order to meet uie Adminis- 
tration's position. 

I just have got to tell you, I do not see any reason to take any 
testimony on tke balance of tlie bill. There is no lesson out of a sec- 
ond kick of a mule. We cannot possibly move the bill without objec- 
tion in the 1 month we have left to us of September, and I think 
the Administration has just substantially destroyed the possibility 
of getting a bill in this Congress. 

r am really saddened because we put a lot of work — ^my staff and 
I personally put a lot of time in. We have had dedicated people, 
both Senator Inouye and I and others. But I do not see any reason 
to proceed with this hearing. Senator, because there is no reason. 

We cannot expect to get a constructive suggestion concerning this 
bill if the Administration, which basically authored the main provi- 
sions of the bill, now opposes it 

Senator Inouye. The other panel mi^t have suggestions. 

Senator Stevens. Senator Inouye is more patient than I. He 
would proceed with the other panel. So we tliank you veiy much, 
Mr. Summers, for your appearance. 

The next panel is Maiy Griffin, insurance counsel fi*om Consum- 
ers Union; Mr. Clark, the president of the United Homeowners As- 
sociation; Leonard Schulte, staff attorney for the Florida House In- 
surance Committee firom Tallahassee, Florida; and Anthony 
O'Neill, the vice president of Government Affairs for the National 
Fire Protection Association. 

Senator Stevens. Ladies and gentiemen, I agreed that we would 
finish this hearing bv 4, but in view of the testimony we have just 
had let me start with you, Mr. OVeill. You are on my right; I feel 
like being on the rig^t right now. [Laughter.] 

Senator Stevens. Let me ask you this. Would you mind if we 
just put all your prepared statements in the record and proceed 
with your comments. I do not want to get into a bashing situation 
here, but I am interest in your comments witii regard to the state- 
ments Mr. Summers just made regarding the provisions of the bill 
that the Administration has questioned. 

I think we would like to have your comments, a summaiy of your 
statement, if you would, so people know who you are. You are vice 
president of government affairs of the National Fire Protection As- 
sociation. But along with your comments I would like to know what 



Digitized by 



Google 



17 

you think about the excess-of-loss provision and the other com- 
m^its that Mr. Summers made. 

STATEMENT OF ANTHONY R. 074Eim VICE PRESIDENT OF 
GOVERNMENT AFFAIRS, NATIONAL FIRE PROTECTION AS- 
SOCIATION 

Mr. 07>fElLL. Thank you. Senator. It is a pleasure to be here 
today. I would like to add to my colleagues here on the witness 
stand to congratulate you on your leadership for bringing us to 
where we are today. 

My comments and those that I represent with the fire services 
and code enforcement communities of the United States were 
geared toward those aspects and not reallv the insurance aspects 
of the legislation, so I will defer to the other witnesses to talk to 
the insurance aspects of the legislation. 

But I will comment in answer to ^our inquiry that I did spend 
the time, along with yourself and with your staff, working with a 
number of different interest groups to come together, somewhat 
widely divergent views, to come to a consensus, which coming into 
this hearing we certainly thought that there was a consensus on 
your replacement for S. 1043. So I was quite surprised, too, to hear 
the previous witness's statement. 

Senator Stevens. I certainly would not want imr comments to in 
any way reflect upon the participation of Ellen Seidman from the 
White House in those meetings. I thought she was very much a 
constructive participant, and we appreciated her contribution, as I 
am sure your people did too. Thank you. 

Mr. OT>TEn.L. OK So I will proceed. Senator. We do have a writ- 
ten statement which has been supplied to the committee, so I will 
try to summarize that. 

The National Fire Protection Association has been around for 
100 years. We are celebrating our centennial this year. We have 
68,000 members who are dedicated to protecting and safeguarding 
people, their property, and the environment from destructive fire 
and related hazards. We do this through scientific and engineering 
techniques and education. 

As vou can see, our business is loss prevention and mitigation, 
and that is why we are vitally interested in this legislation as it 
proceeds forward. We have traditionally called it loss control miti- 
gation, and with this 100 years of experience we know that this 
type of mitigation, hazard mitigation, tnrough the adoption and en- 
forcement of building and fire safety codes have proven effective. 

I would only bring to the committee's attention the fact that 
today, 100 year later, we do not have urban conflagrations like we 
did around the first of the century. We can apply that same type 
of effective code adoption and enforcement, we believe, to dealing 
with natural disasters on into the fixture, and that is one of the 
reasons why we are very excited about the incentives that are in 
the proposed le^slation for States to buildup their capabilities in 
adopting and using national consensus codes and standards. 

We happen to sponsor the National Electrical Code, the National 
Fuel Gas Code, and many of the codes and standards that are 
adc^ted as reference documents within the model codes. These 



Digitized by 



Google 



18 

codes and standards all go toward assuring the public safety, the 
public safety that is expected in this day ana time. 

During natural disasters one of the real benefits of having that 
type of an infrastructure within buildings, witliin the built environ- 
ment, is that the facility is able to last through natural disasters 
a lot more safely for those people tliat are in it than it would have 
if we had not had those types of codes adopted. 

Now, also I would like to comment on some of the fire service in- 
terests tliat are represented by my organization and the other 
m^jor fire service organizations. During the process of reviewing 
various pieces of legislation and proposals, our Nation's fire serv- 
ices, represented by their national organizations, have developed a 
consensus on three principles that should be included in any natu- 
ral disaster legislation. A statement of these principles is attached 
to my statement for the committee's consideration. 

We have also met with Director James Lee Witt of FEMA to de- 
scribe the interests of the fire service, as represented in these three 
principles. Our discussions so far have concentrated on training 
and professional development needs for the fire service. 

One of these princi^es is the code adoption and enforcement that 
I mentioned earlier. The two other principles that have been for- 
warded by the Nation's m^jor fire service organizations are the 
need for a Federal Government recognition of uie primacy of local 
fire services as the first responders to natural disasters. Specifi- 
cally, we recommend that FEMA and State governments must in- 
clude fire service in deliberations and planning for State and local 
disaster management policy. 

The third item, third principle. Federal funding for training pro- 
grams, planning, and professional development for fire service first 
responders and tor code enforcement officials is crucial, we believe, 
to reduce the cost of natural disasters. 

Let me speak first of the primacy of local fire services. When the 
fire service has a seat at the table as States develop their disaster 
mitigation plans, coordination with the emergency management 
community will be enhanced. Better planning reduces the cost of 
natural disasters to the taxpayers, saves lives and property of dis- 
aster victims, and will save the lives of fire service personnel who 
put themselves on the first front lines of natural disasters. 

Specifically in the development of State mitigation plans, in sec- 
tion 201 of your revised bill, Senator, you assume that the fire 
service will be fully involved in the planmng for State and local dis- 
aster management policy, and we applaud that and we encourage 
FEMA in carrying out their activities to make sure that that hap- 
pens in their partnership agreements with the States.^ 

As £ar as funding for fire service training and professional devel- 
opment, as has afready been discussed in the earlier testimony, 
Cfonsress appropriates billions of dollars for natural disasters. 
FEMA spends millions on preparedness training, planning, ana 
mitigation. Yet fire service first responders and code mspection and 
enforcement officials receive very little, if any. Federal financial 
support. 

We are therefore very pleased to see that section 202 of the Nat- 
ural Disaster Hazard Miti]g^tion Fund calls for the moneys from 
the mitigation fund to be used for training of emergency responders 
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and code enforcers, and for assistance in the adoption and enforce- 
ment of building and fire safety codes. 

We do, however, want to express a concern. That is that there 
are so many worthwhile uses of mitigation funds mentioned in the 
legislation that there is a very real possibility that little, if any, 
will end up funding fire service first responders' needs in many 
States. We can talk a little more about that. 

But. in summaiy. Senator, I would like to just state the long- 
term hazard mitigation has proven effective, given the example of 
urban conflagrations I mentioned earlier, especially when there is 
incorporated into that mitigation strategy tne adoption and ade- 
quate enforcement of state-of-the-art mooel building and fire safety 
codes. These same principles can and should be applied to mitigate 
natural disaster losses. 

No. 2, the fire service is most often the first responder when nat- 
ural disaster strike, and therefore should be fully involved in tlie 
deliberations and planning for State and local disaster manage- 
ment policy. 

Finally, a fair share of the funds from the mitigation fund must 
be allocated by the States for training of emergeni^ responders, es- 
pecially the fire service, and for professional aevelopment for code 
enforcers. Thank you, Senator. I will be glad to answer any ques- 
tions. 

[The prepared statement of Mr. (^Neill follows:] 
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Good afternoon... Mr. Chairman, I am Tony O'Neill, Vice President 
Government Affairs of the National Fire Protection Association (NFPA). I 
have had the privilege of working with you. Senator Stevens, your staff and 
other sponsors in the Senate and the House of Representatives on various 
Natural Disaster legislative proposals. You are to be congratulated for 
keeping the process moving in the Senate and for bringing all of the various 
interests together, sometimes with widely divergent views... to reach a 
meaningful consensus. 

Others testifying today will address the overall insurance aspects of the 
proposed legislation... so I will concentrate on those provisions of the 
legislation that can directly affect long-term natural disaster mitigation and 
fire service preparedness and training. 

As Washington Representative of NFPA, I represent an organization of 
68,000 members, dedicated men and women from every walk of life who 
share in a mission of safeguarding people, their property and the 
environment from destructive fire and related hazards through scientific and 
engineering techniques and education. 

LONG-TERM HAZARD MITIGATION 

As you can see, our business at NFPA is long-term hazard mitigation or 
**loss control..." aswehave traditionally called it... and we have been 
working towards this objective in the public interest for 100 years. This 
year we celebrate our Centennial. We therefore have a long tradition and a 
very keen interest in the hazard mitigation measures that are included in 
Senator Stevens' legislation. 
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We know from 100 years of experience that hazard mitigation measures, 
including the adoption and implementation of appropriate building and fire 
safety codes have proven effective in reducing deaths, injuries and property 
damage caused by man-made and catastrophic natural disasters. 

Our members include fire service "first responders," fire, building and 
electrical inspectors, insurance executives, health care professionals, 
members of business and industry, architects, federal-state and local 
government officials and public education specialists. 

Drawing from this membership and working together, some 5000 
individuals voluntarily participate in the development of national consensus 
codes and standards. These include the National Electrical Code®, the 
National Fuel Gas Code®, the National Fire Alarm Code®, and others. All 
affected and interested parties are invited to participate in the development 
of these model codes and standards under the guidelines of the American 
National Standards Institute (ANSI) that provide due process and ample 
public notice. Many NFPA codes and standards are adopted by reference in 
federal, state and local laws that govern our "built environment" and they 
are referenced in model building codes. 

It was this system of code development, adoption and enforcement by state 
and local municipalities that has largely eliminated urban conflagrations that 
plagued our cities at the turn of the last century. 
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As we rapidly approach the next century, these same proven techniques of 
adoption and implementation of appropriate building and fire safety codes 
can go a long way towards reducing losses from natural disasters. 

We therefore support the code adoption and enforcement elements called 
for in Tide II of the proposed legislation **Multi Hazard Nfitigation 
Program.** 

FIRE SERVICE INTERESTS 

During the process of reviewing various Natural Disaster Legislative 
proposals in this and the previous Congress, our nation's fire services, 
represented by their national organizations, have developed a consensus on 
three ''principles'' that should be included in any Natural Disaster 
Legislation... A statement on these three principles is attached to this 
testimony for your Committee's consideration. 

We have also met with Director James Lee Witt of FEMA to describe the 
interests of the fire service as represented in these three principles. Our 
discussions so far have concentrated on the training and professional 
development needs of the fire services. 
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One of these principles is the need for code adoption and enforcement as 
described above. The two additional ""principles" that should be included in 
any Natural Disaster Legislation are: 

□ Federal government recognition of the primacy of local fire services as 
the first responders to natural disasters. Specifically, FEMA and state 
governments must include the fire service in deliberations and planning 
for state and local disaster management policy. 

□ Federal funding of training programs, planning and professional 
development for fire service first responders and code enforcement 
officials is crucial to reducing the cost of natural disasters. 

PRIMACY OF LOCAL FIRE SERVICES 

When the fire service has a ""seat at the table" as states develop their disaster 
mitigation plans, coordination with the emergency management community 
will be enhanced. Better planning reduces the cost of natural disasters to 
the taxpayers, saves lives and property of disaster victims and will save the 
lives of fire service personnel who put themselves on the front lines. 
Senator Stevens' bill addresses this need in Section 2 ''Findings" and in 
Section 3 "Purpose." 
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Specifically, "Development of State Mitigation Plans," Section 201, 
assumes that the fire service will be fully involved in the planning for state 
and local disaster management policy. This is important because we are 
told that in some states, the process of involvement of "first responder" 
representation works well whereas in other states it is lacking or non- 
existent. 

FUNDING FOR FIRE SERVICE TRAINING AND PROFESSIONAL 
DEVELOPMENT 

Congress appropriates billions of dollars for natural disasters. FEMA 
spends millions on preparedness, training, planning and mitigation... and 
yet fire service first responders and code inspection/enforcement officials 
receive very little, if any federal financial support. Given the reality that 
there will be finite resources available, we must find mechanisms to channel 
more resources to those who make the biggest difference when natural 
disasters strike, namely our nation's fire services. 

We are therefore very pleased to see that Section 202, Natural Disaster 
Hazard Mitigation Fund, calls for the monies from the Nfitigation Fund to 
be used for training of emergency responders and code enforcers and for 
assistance in the adoption and enforcement of building and fire safety codes. 

We do, however, want to express a concern that there are so many 
worthwhile uses of the Nfitigation Fund mentioned in the legislation that 
diere is a very real possibility that little, if any, will end up funding fire 
service **first responder" needs in many states. 
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One example of tremendous demands for the Nfitigation Fund is in the 
retrofitting of critical facilities, lifelines and public facilities to reduce 
future natural disaster damage. [Section 202(e)(G)] In many states, all of 
the funds could easily be used for this purpose, leaving very little if any 
monies for fire service training and professional development. 

SUMMARY 

Long-term hazard mitigation has proven effective, especially the adoption 
and proper enforcement of state-of-the-art model building and fire safety 
codes. These same principles can and should be applied to mitigate natural 
disaster losses. 

The fire service is most often the "first responder" when natural disasters 
strike and therefore should be fully involved in deliberations and planning 
for state and local disaster management policy. 

Finally, a fair share of the funds from the Mitigation Fund must be 
allocated by the states for training of emergency responders, especially the 
fire service and for professional development for code enforcers. 

Thank you, Mr. Chairman, for the opportunity to present our views on this 
important legislative initiative. I would be pleased to address any questir 
you might have. 
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THREE PRINCIPLES— FIRE SERVICE ORGANIZATIONS 

The following represents a consensus of the major fire service organizations. 



1. Federal government recognition of the primacy of local fire 
services as the first responders to natural disasters. Specifically^ 
FEMA and state governments must include the fire service in 
deliberations and planning for state and local disaster 
management policy. 



Discussion 

When the fire service has a "seat at the table" as states develop their disaster 
mitigation plans, coordination with the emergency management community 
will be enhanced. Better planning reduces the cost of natural disasters to 
the taxpayers, saves lives and property of disaster victims and will save the 
lives of fire service personnel who put themselves on the front lines. 

Hardly a month goes by without a man-made or natural disaster hitting the 
firont page of major newspapers and receiving prime time network TV 
coverage... and all of these events leave at least one permanent image for 
the viewer... that is the fire service is always there helping the victims... 
In recent years, the fire service was there at every hurricane, flood, 
earthquake, terrorist bombing or wildfire, most often as the "first 
responder" to provide emergency rescue, medical first response and yes, 
firefighting... sometimes simultaneously. 
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Federal government support and encouragement to state and local 
governments to adopt and enforce state-of-the-art consensus 
building and fire hazard codes designed to mitigate loss of life, 
injury and property damage when natural disasters strike. 



Piscussjgn 

Everyone agrees that loss prevention or mitigation measures before the 
natural disaster strikes save lives, prevent injuries and reduces property 
damage. Such measures have eradicated urban conflagrations that plagued 
our cities around the turn of the Century. A review in the aftermath of 
Hurricane Hugo demonstrated that windstorm damage was substantially 
reduced in those communities where state-of-the-art model building codes 
had been adopted and adequately enforced as compared to those 
communities that did not. And, the list of examples goes on and on (tie 
downs on mobile homes, vegetation management around homes, etc., etc.) 

Another aspect of code adoption and enforcement is the safety of disaster 
victims and the fire service from electrical shock, fuel gas and propane 
explosions or hazardous materials. When disaster strikes (whether it be a 
hurricane, floods or an earthquake), energy sources in buildings will "fail 
safe" if properly designed and maintained to state-of-the-art fire and 
electrical codes. FEMA mitigation efforts should include pre-natural 
disaster as well as post-disaster measures. 



Federal funding of training programs, planning and professional 
development for fire service first responders and code enforcement 
officials is crucial to reducing the cost of natural disasters. 



Piscussiftn 

Taxpayers pay billions of dollars for natural disasters. FEMA spends 
millions on preparedness, training, planning and mitigation... and yet fire 
service first responders and code inspection/enforcement officials receive 
very little, if any federal financial support. FEMA needs to find 
mechanisms to channel more resources to those who make the biggest 
difference when natural disasters strike, namely the two million men and 
women of our nation's fire services. 
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Senator Stevens. Thank you very much. We appreciate your par- 
ticipation, too. I want you to know that I think you are right, that 
our experience with the Miller^s Reach fire in Alaska shows us how 
important your function is. 

Mr. Schulte. staff attorney for the House Insurance Committee 
of the Florida legislature. Is that right? 

STATEMENT OF LEONAR D SC HULTE, STAFF ATTORNEY, 
HOUSE INSURANCE COMMITTEE, FLORIDA STATE LEGISLA- 
TURE 

Mr. Schulte. Yes, sir. 

Senator Stevens. Nice to have you here, sir. We will put your 
statement in the record, and would you just give us your com- 
ments? 

Mr. Schulte. I will try to be brief. Thank you, sir. 

What I would like to do this afternoon is very briefly talk about 
some of the many legislative responses that have already occurred 
in Florida post-Humcane Andrew and how those fit together with 
what you are attempting to do in S. 1043. I also need to make it 
clear that I am not nere as an advocate, but I think I can provide 
some useful information. 

There are some generalizations that you can draw from what 
Florida has alreadv done. What Florida has alreadv done legisla- 
tively recognizes that both availability and affordability of insur- 
ance have to be preserved in the short term and have to be en- 
hanced in the long term, that some of this will involve broad, dra- 
matic provisions such as the creation of our Florida Hurricane Ca- 
tastrophe Fund, and some of it at a State level is just going to be 
small nitpicky stuff— for example, mandatory insurance discounts 
for mobile homes that meet the 1994 HUD standards. 

Some of what Florida has done could be applied anywhere. Some 
of it is tailored specifically to our needs or our State regulatory 

I>rocess. Again, the goals are both long-term and short-term. The 
ong-term goal is restoring a stable, competitive private insurance 
market, the short-term goal assuring that all Floridians are able to 
insure their homes regardless of the current instability of the mar- 
ket. 

The legislature consistentlv has attempted to deal with both. 
Most relevant to S. 1043, Florida's approach recognizes that the 

Primary responsibility for addressing the crisis does rest with the 
tates. There are three m^or things that the Florida legislature 
has done that are most directly relevant to what you are about 
here toda^ — the creation of additional insurance capacity, the sup- 

Eort of efforts to reduce insured losses, and the creation of a public 
ody to get inside the so-called black box of hurricane loss projec- 
tion models. 

The Florida legislature created the Florida Hurricane Catas- 
trophe Fund because it saw the need for new, dedicated reinsur- 
ance capacity controlled by the State and participated in by all res- 
idential property insurers. Today in its third hurricane season, the 
fund is worui over $1 billion, and has additional bonding capacity 
of approximated $5 billion. 

The people of'^the State benefit from the assurance that all insur- 
ance companies have at least some minimal level of catastrophic 
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protection, and Floridians benefit from the fund because, to some 
extent, the fund protects the market from fluctuations of the rein- 
surance market. 

Florida legislators have also worked with the National Con- 
ference of Insurance Legislators toward their adoption of a model 
catastrophe fund act which closely parallels the Florida law. Their 
frequently stated reason for advocating new catastrophic entities 
anywhere is that any increase in catastrophic capacity anywhere, 
whether another State's clone of the Florida catastrophe fiind or 
some other State-sponsored reinsurance plan, or the excess-of-loss 
contracts in S. 1043, that any of these ultimately benefit Florida 
hy increasing the catastrophic capacity available ultimately for 
Florida and improving our State's ability to stabilize the market. 

Our legislators also recognized that improved loss prevention is 
one of the best ways to assure that a finite supply of insurance dol- 
lars will be sufficient to cover all of the properties in the State. The 
response was to create a number of incentives to encourage wind- 
resistant construction, including mandatory premium discounts for 
houses that have hurricane shutters or similar protections, and 
mandatory premium discounts reflecting the quality of the particu- 
lar community's building code enforcement. 

In addition, the catastrophe fund is a source of funding for miti- 
gation projects. Beginning with the 1997-1998 fiscal year, a mini- 
mum of $10 million of the fund's investment income must be appro- 
priated by the legislature for mitigation projects, focusing on loss 
prevention. 

The third area that is relevant is scientific ratemaking. States 
generally prohibit property and casualty rates that are ''excessive, 
inadequate, or unfairly cQscriminatory." The harm to the public 
from excessive rates is obvious. Inadequate rates are prohibited be- 
cause the most fundamental responsibility of the insurance regu- 
latory system is the protection of insurer solvency, the insurei^s 
ability to keep its promises. 

After Hurricane Andrew, it was broadly acknowledged, even by 
the then-insurance commissioner, that homeowners' insurance pre- 
miums in coastal areas of Florida had been grossly inadequate. 
There are two commonly accepted reasons why. Competitive pres- 
sures from insurers seeking to expand market share in high ^owth 
areas forced rates down, and the traditional methods of projecting 
hurricane losses for use in ratemaking produced unreasonably low 
results. 

The traditional method is essentiallv a 30-year rolling averafi;e of 
actual catastrophic losses. For Florida, that produced skewed re- 
sults because Florida had no major hurricanes between 1965 and 
1992, and Florida's population skyrocketed during that same time. 

The problem that legislators and regulators faced was that the 
only alternative to this obviously disproven method was one of sev- 
eral commercially available computer models or black boxes, as 
they were disparagingly known. The legislature recognized that an 
accurate, scientific method of projecting losses was essential to a 
meaningful regulatory process, and so it created he Florida Com- 
mission on Hurricane Loss Projection Methodology, which is a 
panel of ports whose job it is to evaluate computer models. 
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In the year since it has been working, the methodology commis- 
sion has adopted a detailed set of standards for loss cost models, 
and is very close to the point of saying which models meet those 
standards. 

The concerns at the time were that the project would fail either 
because the modelers would not be willing to respond to the de- 
mands of the State of Florida as the to the content of their models, 
or because they would not be willing to expose their proprietary 
product to our wide-open government in the sunshine law. Both of 
those concerns have proven to be overstated; in fact, the modelers 
are cooperating with Florida's standards and are allowing tibie Flor- 
ida commission inside their black boxes. 

How does all this fit together with S. 1043? The four major areas 
addressed by S. 1043 — ^loss mitigation, creation of additional cata- 
strophic capacity, scientific projection of loss costs, and examination 
of the tax status of catastrophic reserves — all dovetail with eflTorts 
now going on in Florida and other States, and in fact the bill 
should encourage other States to follow Florida's lead. 

The mitigation provisions are significant because they will re- 
quire States to focus not only on traditional emergency manac^e- 
ment concerns but also on loss prevention. Loss prevention is uie 
key to both availability and aflTordability, because lower projected 
losses will enable an insurer to use the same amount of capital to 
insure more houses at lower rates. 

The excess-of-loss provisions parallel State eflTorts to expand ca- 
pacity, whether it is the Florida catastrophe fund or the California 
earthquake authority, or the Hawaii hurricane relief fiind. It is an 
additional source of capacity. By reducing the threat that a Florida 
hurricane or a California earthquake will wipe out an insurer, the 
contracts will make it easier for an insurer to choose to do business 
in such hazardous areas. It will also help our State insurance pools 
better fulfill their role as an insurer of last resort. 

The loss cost commission should be able to do on a national basis 
what the Florida methodology commission is doing, get inside the 
black box of ratemaking so that State regulators can determine 
whether a particular rate filing is excessive or inadequate. This is 
an important enterprise, but few States have the needs or the re- 
sources of Florida, and the fact that Florida has done it on its own 
should not be taken as any indication that other States might. 

The tax treatment of catastrophic reserves was a critical issue 
when the Florida catastrophe fund was being developed. Many in- 
surers said that it was impossible for them to adequately reserve 
for catastrophes because of the tax status of catastrophe reserves. 
At a minimum, the current tax status would appear to limit a 
State's practical ability to mandate any particular level of catas- 
trophe reserves. 

FinalW, I would like to offer some broader comments on the 
scope of^this bill and insurance regulation generally. I think these 
are important points. Insurance is one of the most heavily regu- 
lated, if not the most heavily regulated enterprises in our economy, 
and tne regulatory responsibility and burden are the burdens of the 
States. 

States are uniquely positioned to take actions to assure afford- 
ability of insurance, not just rate regulation but also coverage 
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changes, deductible programs, loss prevention, building codes. 
Without getting deeply into the regulatory process, there is not 
much the Federal Government can do to guarantee affordability, 
but both the Federal Government and the States are able to im- 
prove availability of insurance hy expanding capacity. 

A guiding principle of the Florida legislature over the years since 
Hurricane Andrew has been that over time a stable, competitive, 
private sector insurance market can be restored, that this is the re- 
sult that best serves the public, and that expanded insurance ca- 
pacity is necessary if this result is going to be achieved. 

Thank you, Mr. Chairman. If you have any questions, I would be 
happy to answer them. 

le prepared statement of Mr. Schulte follows:] 
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STATEMENT ON & 1043 

Before the Seaate Committee on Commerce, Science and Traneportation 

Leonard Schnite, Staff Attorney 

Committee on Inenrance, Florida Honie of Representatives 

Jniy 18, 1996 

Mr. Chainnan: 

My name is Leonard Schulte. I am a staff attorney with the Insurance Committee of the Florida 
House of Representatives. For almost four years now, I have worked virtually full-time on the 
crisis in afibrdability and availability of property insurance that has persisted in Florida ever 
since Hurricane Andrew, I have also served as counsel to the National Conference of Insurance 
Legislators with respect to natural disaster issues. 

I am honored by your invitation to testify before the Committee. I am not here as an advocate of 
S. 1043, but I can address the issue of how S. 1043 fits together with actions aheady taken at a 
state level. 

Florida's approach: major concepts 

The Florida Legislature has, from 1992 through 1996, enacted a number of major laws that 
address the continuing crisis in availability and affordability of property insurance. The 
qyproach taken in Florida: 

• Recognizes that both availability and affordability must be preserved for the short 
term and enhanced for the long term. 

• Includes provisions of broad and dramatic sweep, such as the Florida Hurricane 
Catastrophe Fund, and also includes provisions of almost nit-picking particularity, 
such as mandatory premium discounts for mobile homes that meet the 1994 HUD 
standards. 
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• Includes some measures that could be applied with little adaptation in almost any 
jurisdiction, and other measures that are tailored to Florida's particular problems 
and particular regulatory structure. 

• Attempts to serve both the long-term goal of restoring a stable, competitive 
private sector insurance market and the short-term goal of assuring that all 
Floridians are able to insure their homes, regardless of the current instability of 
the market 

• And, most relevant to the issues before this Committee, Florida's approach 
recognizes the reality that the primary responsibility for addressing this crisis rests 
with the states. 

A summary of all of the property insurance legislation enacted in Florida since Hurricane 
Andrew is included as an appendix to this statement, and I am prepared to address questions 
about any of the Florida legislation, but I will focus this afternoon on the aspects of Florida's 
experience that relate directly to S. 1043: creation of additional insurance capacity, support of 
efforts to reduce insured losses, and creation of a public body to get inside the so-called **black 
box" of hurricane loss projection models. 

Creating catastrophic insurance capacity 

The Florida Hurricane Catastrophe Fund was created because the Legislature saw the need for a 
dedicated source of additional reinsurance capacity, controlled by the State and participated in by 
all residential property insurers. Today, in its third hurricane season, the fund is worth over $1 
billion and bonding capacity of an additional $5 billion. The people of Florida benefit fixnn the 
assurance that all insurance companies have at least some minimal level of catastrophic 
protection, and the people benefit because the Fund, to some extent, protects the Florida 
homeowners' insurance market from the fluctuations of the international catastrophic reinsurance 
markets. 
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Initially, there was wide opposition to the Catastrophe Fund among insurance companies, and a 
few companies remain opposed today. For the most part, however, the Catastrophe Fund has 
been broadly accepted by the companies and by the public as fulfilling its goals. Insurers are. 
taking potential Catastrophe Fund recoveries into account when they try to determine how many 
Florida risks they can cover. 

Florida legislators have also been instrumental in the National Conference of Insurance 
Legislators* adoption of a model catastrophe fund act, which closely resembles the Florida law. 
Their frequently-stated reason for advocating new catastrophic entities is that any increase in 
catastrophic capaaty anywhere - whether anodier state's clone of the Florida Catastrophe Fund, 
or some odier state-sponsored reinsurance plan, or the excess of loss contracts provided for in S. 
1043 - ultimately benefits Florida, increasing thrcatastrophic capacity available for Florida and 
improving Florida's ability to stabilize the market 

Loss mitigation 

Florida legislators also recognized that improved loss prevention is one of the best ways to assure 
that a finite supply of insurance dollars will be sufficient to cover all of the properties in the state. 
After Andrew, the importance of loss prevention became apparent A Dade County grand jury 
report found that losses from Andrew would have been reduced by up to 30% had the then- 
current Dade County building code been properly enforced. 

The response of the Legislature was to create a number of incentives to encourage wind-resistant 
construction, including mandatory premium discounts for houses that have hurricane shutters (or 
similar protections) and mandatory premium discounts reflecting the quality of a particular 
community's building code enforcement 

The Catastrophe Fund is a dedicated funding source for mitigation projects. Beginning with the 
1997-98 fiscal year, at least $10 million from the Catastrophe Fund's investment income will be 
qjpropriated every year to state and local entities for a broad variety of loss mitigation projects. 
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Florida has had statewide building code requirements for decades, and is generally regarded as 
having one of the best emergency management operations in the Nation. The building codes in 
place in South Florida today require hurricane shutters or break-proof glass. But mitigation is an 
issue that will remain before the Legislature. The mandatory appropriations of Catastroi^ Fund 
income will make mitigation issues an annual part of the appropriation process. In addition, 
legislators seeking to find ways to make homeowners* insurance affordable will continue to see 
better buildings as a way to keep premiums down. 

Scientific ratemaking 

States generally prohibit property and casualty insurance premium rates that are **excessive, 
inadequate, or unfairly discriminatory.** The harm to the public from excessive rates is obvious. 
Inadequate rates are prohibited because the most fundamental responsibility of the insurance 
regulatory system is the protection of insurer solvency — the insurer's ability to keep its 
promises. After Hurricane Andrew, it was broadly acknowledged - even by the then-Insurance 
Commissioner ~ that homeowners* insurance premiums in coastal areas of Florida had been 
grossly inadequate. Hurricane Andrew produced insured losses ofjust over $16 billion. Florida 
property insurers paid out ten times as much in losses from that one storm as they collected in 
Florida property insurance premium in 1992 for fire, theft, liability, and hurricanes and odier 
perils. The $16 billion loss was also alarming because it was higher than generally accepted 
worst-case-scenario estimates - even though Andrew was a category four hurricane, not a 
category five, and even though Andrew struck the southern part of Dade County, not densely- 
populated Miami. 

There are two commonly accepted reasons why rates were allowed to become inadequate: 
competitive pressures from insurers seeking to expand market share in high-growth areas pushed 
rates down, and the traditional methods of projecting hurricane losses (for use in ratemaldng) 
produced unreasonably low results. 
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The traditionai method of projecting loss costs, in essence, relies on a 30-year rolling average of 
actual catastrophic losses. Even if this method did take into account Florida's enormous 
population growth of recent decades, its results would have been skewed by Florida's history of 
no major hurricanes from Betsy in 1965 until Andrew in 1992. The problem faced by regulators 
and legislators was that the only alternative to this obviously disproven method was one of 
several commercially available computer models, or '*black boxes,'' as they were disparagingly 
knowiL 

The Legislature recognized that an accurate, scientific method of projecting hurricane losses was 
essential to a meaningiul regulatory process. Eventually, this recognition led to creation of the 
Florida Commission on Hurricane Loss Projection Methodology. The Methodology 
Commission is a panel of experts from various disciplines and interests that has the task of 
setting standards for and evaluating commercially-available computer models for projecting 
catastrophic losses. Once the Methodology Commission approves a particular model, any 
insurance company can use that model to support its rate filing. 

In the year since its work began, the Methodology Commission has adopted a detailed set of 
standards for loss cost models, and is deep into the work of determining whether particular 
models meet these standards. There was, at the beginning, a widespread sense that this project 
would fail, either because modelers would not be willing to change their models to meet 
Florida's standards, or because modelers would refuse to expose their proprietary products to 
Florida's wide-open Government in the Sunshine laws. Both of these concerns have proven to 
be overstated. The modelers are cooperating with Florida's standards and allowing the 
Methodology Commission inside their **black boxes." 

Why does this matter? Scientific, accurate determination of catastrophic loss costs is necessary 
to avoid arbitrary application and enforcement of the law prohibiting both inadequate rates and 
excessive rates. But scientific ratemaking also helps restore market stability by making the 
regulatory process more predictable, and by reducing the likelihood of unfair cross-subsidies. 
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S. 1043 and state-based solutions 

The four nuyor areas addressed by S. 1043 ~ loss mitigatioii, creation of additional catastrophic 
capacity, scientific projection of loss costs, and examination of the tax status of catastrophic 
reserves — all dovetail with efforts now going on in the states. The bill should, in fact, encourage 
other states to emulate Florida's example. 

The mitigation provisions of the bill will require states to focus not only on traditional 
emergency management concerns, but also on loss prevention. Loss prevention is a key to both 
availability and affordability, because lower projected losses will enable an insurer to use the 
same amount of capital to insure more houses at lower rates. 

The excess-of-loss contract provisions of the bill parallel state efforts to expand insurance 
capacity, whether the Florida Hurricane Catastrophe Fund or the California Earthquake Authority 
or the Hawaii Hurricane Relief Fund. The contracts will provide an additional source of 
reinsurance, designed to cover a catastrophe half again as large as Hurricane Andrew. By 
reducing the threat that a Florida hurricane or California earthquake will wipe out an insurer, the 
excess-of-loss contracts will make it easier for an insurer to choose to do business in such 
hazardous areas. 

Equally important, the contracts will be available to state insurance pools providing direct 
insurance. In Florida, this would afifect two quasi-public residual maricet entities: the Residential 
Property and Casualty Joint Underwriting Association (RPCJUA) and the Florida Windstorm 
Underwriting Association (FWUA). The RPCJUA is Florida's property insurer of last resort, 
covering some 900,000 homes and 2,000 condominium complexes. The FWUA writes 
windstorm-only coverage as an insurer of last resort in specified coastal areas. Currently, the 
total value of structures covered by the RPCJUA is $62 billion and the total value of structures 
covered by the FWUA is $1 8 billion. The availability of excess-of-loss contracts will give these 
state-created entities a way of paying claims after a mega-disaster. 
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The loss cost commission should be able to do on a national basis what the Florida Methodology 
Commission is doing: get inside the "black box'* of ratemaking so that state regulators can 
determine whether a particular rate filing is excessive or inadequate. This is an important 
enterprise, but few states have Florida's needs and resources. It seems that if there is to be any 
reality check on the demands of both insurers and policyholders, it will be a federal loss cost 
model or federally-approved loss cost models. 

The tax treatment of catastrophic reserves was a critical issue three years ago, when Florida's 
Catastrophe Fund legislation was first being developed. Nfany insurers told a gubernatorial study 
commission that the current tax status of catastrophic reserves prevented insurers from 
accumulating catastrophic reserves in adequate amounts. At a minimum, the current tax status 
appears to limit a state's practical ability to impose catastrophic reserving requirements on 
insurers. 

Availability and affordability 

Finally, I would like to offer some broader conoments on the scope of this bill and insurance 
regulation generally. Insurance is one of the most heavily regulated enterprises in our economy, 
and the regulatory responsibility and burden M almost entirely on the states. States are 
uniquely positioned to take action to assure affordability: rate regulation, coverage limitations, 
deductible programs, loss prevention, and building codes, for example. Without getting deeply 
into the regulatory process, there is not much the Federal government can do to guarantee 
affordability. But both the Federal government and the states are able to improve availability of 
insurance by expanding capacity. A guiding principle of the Florida Legblature over the years 
since Hurricane Andrew has been that, over time, a stable, competitive, private sector insurance 
market can be restored, that this is the result that best serves the public, and that expanded 
insurance capacity is necessary if this result is to be achieved. 
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APPENDIX: PROPERTY INSURANCE LAWS ENACTED BY THE 
FLORIDA LEGISLATURE SINCE HURRICANE ANDREW 



DECEMBER, 1992, SPECIAL SESSION 

Harriowe Andrew EmcrscBcy Legislatioii (CS/HB 33-A, Ch. 92-345, L4nvi of Florida) 

The FIGA Shortfall: Provides for issuance of up to $500 million in tax free municipal bonds to 
fund the shortfall in the Florida Insurance Guaranty Association (FIGA) caused by Hurricane 
Andrew-related insolvencies. Bonds are financed by a special assessment on insurers of up to 
7% of premiums written on all lines of property and casualty insurance, except automobile and 
workers' compensation. Insurers are allowed to pass the assessments on to consumers through 
premium increases. The limitation on FIGA liability for condominium association policies is 
significantly increased. 

Activatioa of the FPCJUA for Unrepaired Property Covered by an Insolvent Insurer: 

Authorizing the Department to activate the Florida Property and Casualty Joint Underwriting 
Association (FPCJUA) for the purpose of insuring unrepaired hurricane-damaged property that 
had been insured by an insolvent insurer. Provides for die issuance of 6-month policies for this 
purpose. 

Creation of the Florida Residential Property and Casualty Joint Underwritiiig AisoelatioB 
(RPCJUA): Creates the new RPCJUA to be an insurer of last resort for homeowners insurance 
for persons unable to obtain coverage in the voluntary marlcet All insurers writing homeowners' 
insurance in the state must participate and be liable for deficit assessments on a market-share 
basis. Rates are to be set at above-market levels to encourage placement of risks in the voluntary 



MAY, 1993, SPECIAL SESSION 

prm Pwis JUA Membcnhip fHB W-Bs Ch,y?-401. Lawi 



Moratorium on Cancellatioas and Nonrenewals: Prohibits insurers from canceling or 
nonrenewing homeowner's and similar insurance policies on the basis of risk of hurricane claims 
for die 180-day period from May 19, 1993 until November 14, 1993. This is essentially the same 
as the emergency rule adopted l^ the Department of Insurance, except that it is extended for an 
additional 90 days. Allows the Department of Insurance to waive the restriction when it imperils 
the solvency of the insurer. 

Stndy Commission: Creates the Study Commission on Property Insurance and Reinsurance, to 
look into the viability of the property insurance industry in Florida and the adequacy of 
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regulation of reinsurance. The 13 members appointed by the Governor include the Chairman 
and a minority party member of the House Insurance Committee, the Chairman and a member 
from the other party of the Senate Commerce Committee, and representatives of insurers, 
insurance agents, reinsurers, mortgage kndeis, and consumers. 

Windstorm Pool (FWUA): This act rescinds the statewide esqiansion of the Florida Windstorm 
Underwriting Association (FWUA or "Windstorm Pool"), restoring the current law that 
authorizes the Windstorm Pool to provide windstorm coverage only in those areas that meet 
statutory eligibility criteria, as determined by the Depotment of Insurance, for persons unable to 
obtain coverage in the voluntary marlcet (Legislation enacted in the December Special Session 
would have expanded the Windstorm Pool statewide, effective April 10, 1993, but which never 
took effect due to the May, 1993 legislation.) 

Residential Property and Casualty Joint Underwriting Association: Adds five consumer 
members to the board of the RPCJUA, bringing the total board membership to 13, 7 representing 
the insurance industry and 6 rep r ese n ting consumers. The Insurance Commissioner appoints 8 of 
the members (all 6 consumer members and 2 of the faisurance members) and S of the insurance 
industry members are designated by the insurance industry. 



NOVEMBER, 1993, SPECIAL SESSION 

Florida Hurricane Catastrophe Fnad fCS^B 31.C Ch. 93-409 Laws of Florida^ 

Creates the Florida Hurricane Catastrophe Fund, a trust fund under the State Board of Administration to 
reimburse insurers for a portion of tlieir hurricane losses under homeowner's, commercial multi-peril, 
and other property insurance policies. 

Fwidittg: All insurers are required to annually pay to the fund the actuarially determined 
premium for the reimbursement provided by the fund. 

Rdmbursemcnt provided: The board must enter into contracts with each property insurer 
promising to reimburse the insurer for 75% of that portion of the insurei's hurricane losses under 
property insurance policies in a particular calendar year that exceed 2 times the insurer's gross 
direct written premium for property msurance policies (except that, for insurers with surplus of 
$15 million or less, the reimbursement will be 75% of losses in excess of 1 .5 times premium). 
However, the obligation of the fund is limited to the moneys in the fund and the moneys the fund 
is able to borrow. 

Bonding: When moneys in the fund are i^ot sufficient to pay obligations under the 
reimbuTMment contracts, the board must enter into a gr eeme nts with local governments for the 
issuance of revenue bonds pledging future fimd premiums. The term of these bonds may not 
exceed 15 years. Iffuture fund premhims are not a sufficient revenue source to support all of the 
needed bonding, an emergency assessment in the amount of 2% of premium will be levied 
annually on all property and casualty nisurers (except for worlcers' compensation) to provide an 
additional revenue stream for the bonds. When the combination of moneys in the fund and 
proceeds of revenue bonds is insufficient Id meet the promise of 75% rehnbursement in excess of 
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the trigger level described above, the percentage of reimbursement to insurers will be reduced on 
a pro-rata basis. 

MitigatioB: After a year in which no reimbursable hurricane losses occur, 7% of the previous 
year's premium payments into the fund will be avaihd>Ie for appropriation by the Legishmnefor 
projects to reduce potential hurricane losses. 

TazitetBs: The act expresses legislative findings that the fund serves a governmental purpose 
and intent that the state be exempt from federal taxation whh respect to moneys received by the 
f^md. The act also requires the State Board ofAdmhiistradon to request an eiqwdited opinion 
from the Internal Revenue Service as to the state's tax-exempt status with respect to fund 
revenues. 



B Bill rCS/HB. 33-C >»d 43-C. Ch. ^SUIO Laws of Florida, aa amended 
hv HB 131-C. Ch. ^3-411 iMnym of Florida and SB S4-C. Ch. ^3^12 Law of Florida^ 

This act addresses a variety of issues related to the property insurance crisis, with emphasis on phaseout 
of the 6-month moratorium on cancellation or nonrenewal of homeowner's and similar policies, 
consumer protection, solvency regulation, and changes to joint underwriting associations. The major 
provisions are: 

Moratorium phaaeoot: For the 3-year period fiom November 14, 1993 through November 14, 
1996, insurers are prohibited from canceling or non-renewing more than 5% of its homeowner's 
and similar policies in any 12-month period (or 10% in a county) for reasons of reducing 
hurricane exposure. An insurer may apply to the Department of Insurance for a waiver of these 
limits on the basis of its historic cancellation/nonrenewal rate or to avoid an unreasonable risk of 
insolvency. In addition, an insurer is allowed to proceed with cancellations or nonrenewals 
authorized under the 6-month moratorium or litigation relating to the moratorium, and insurers 
that began discontinuing writing in Florida prior to Hurricane Andrew are allowed to proceed 
with their plans to leave Florida. 

Conanmer protectkm: The nuyor consumer protections in the act are: 

Notice of caBccUatioB or nonreMwal: A policyholder must be given 90 days' advance 
notice of cancellation or nonrenewal of residential property insurance policies; prior to 
this act, the notice period was 45 days. 

Mandatory offers of coverage: Homeowner's policyholders must be offered 
replacement cost coverage (which pays losses up to the insured value without deducting 
for depreciation) and "law and ordinance" coverage (which pays costs required to meet 
current codes when a house must be rebuilt). 

Retrofit!: Effective July 1, 1994, residential property insurance rate filings must 
include discounts or reduced deductibles for properties on which fixtures that reduce 
windstorm losses (such as hurricane shutterf ) have been installed. 
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Code eBforcemeBt: Rate filings for residentuU property insurance may include factors 
that reflect the quality of building code enforcement in particular jurisdictions. 

Standard horricanc exposure model: The Department of Insurance must adopt a 
standard hurricane exposure model for use in evaluating property insurance rate filings. 

Mediatfon: The Department of Insurance is required to create a program for mediation 
of disputed property insurance claims. 

Rating territories: Effective July 1, 1995, a rate filing for residential property 
insurance must use rating territories composed of one or more whole 9-digit zip code 



Solvency: The major solvency provisions of the act are: 

Snrplu reqairements: For property and casualty insurers, the minimum surplus as to 
policyholden required for issuance of a certificate of authority is increased from $2.5 
million to $5 million, and the minimum surplus required for maintenance of a certificate 
of authority is increased from $1.5 million to $4 million (phased in over a 10-year period 
for currently licensed insurers). For surphis lines nisurers (insurers which are not 
licensed in Florida but are allowed to write policies on a limited basisX the mmimum 
surplus is increased from $1.5 million to $15 million, phased in over a 10-year period for 
cunently eligible surplus lines insurers. 

Reserves: Property and casualty insurers are required to annually file an actuarial 
opinion of the adequacy of the insurer's reserves. 

Financial cxamiaations: The act requires annual financial examinations of insurers that 
have been licensed for 3 years or less, and requires examinations at least once every 5 
years for insurers that have been licensed for 15 years or more (prior to the act, all 
insurers were subject to examination at least once every 3 years). Examinations may be 
performed by independent examiners under contract with the Department of Insurance. 

Crindaal penalties: Third degree felony penalties are provided for knowing, willful, 
intentional filing of materially fidse financial statements with the Department of 
Insurance. 



OtfMr solveacy issacs: The act also provides civil umnunity for persons who provide 
the Department of Insurance with information about the financial condition of insurers, 
removes the authority of the department to waive junk bond investment restrictions, 
requires that waivers of accounting requirements be in writing, requires reporting of 
unusual premium growth rates, adds restrictions on approval of reinsurance from 
insurance exchanges and remsuranoe backed by tellers of credit, expands applicability of 
the Producer-Controlled Insurer Act, and expands applicability of bokling company 
rules, including restrictions on contracts between affiliated companies. 
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Joint Undcrwritiag Associatiou: The act revises several provisions relating to the Residential 
Property and Casualty Joint Underwriting Association (RPCJUAX the Florida Property and 
Casualty Joint Underwriting Association (FPCJUA), and the Florida Windstorm Underwriting 
Association (FWUA). 

CoBdominiam associatioB coverage: The act activates the FPCJUA (also known as the 
"commercial JUA"*) to provide coverage of condominium associations, apartment 
buildings, homeowners' association common areas, and other commercial coverages of 
residential structures. The act also provides a mechanism under which the Department 
of Insurance may activate the FPCJUA for other coverages based on certain findings. 
These provisions expire on July 1, 199d. In addition, the act specifies the criteria to be 
used by the FPCJUA in developing rates for coverage of residential structures, including 
the requirements that the rates be actuarially sound and reflect the actual catastrophic 
exposure of the JUA. 

AmortizatioB of deficits: With respect to deficits in the RPCJUA, FPCJUA, and 
FWUA, the act provides that when the JUA deficit exceeds 10% of the prior year's 
statewide gross written premium for the subject coverage or 10% of the deficit, 
whichever is greater, the JUA must contract with a local government for the issuance of 
revenue bonds for the benefit of the JUA pledging future assessments against insurers, 
rather than collect the entire amount in one year through assessments against insurers. 
Payment of an assessment may be deferred when the Department of Insurance finds that 
payment would endanger the solvency of the insurer. When the bonds remain unsold 60 
days after issuance, the Department of Insurance must require insurers to purchase the 
bonds. 

RPCJUA rate standards: Provides legislative intent that the rates of the RPCJUA be 
actuarially sound and that the JUA function as a residual market mechanism to provide 
insurance only when the insurance cannot be procured in the voluntary market The act 
requires that RPCJUA rates be based on the JUA's actual loss experience and expenses, 
together with a factor that reflects actual catastrophic exposure of the JUA. The 
RPCJUA is required to make rate filings on March 3 1 and September 30 of each year, 
prior to the act, the RPCJUA was required to make rate filings only on each September 
30. 

New insurer incentive: The act requires that the plan of operations of the RPCJUA 
include credits against assessments for an insurer that began writing personal lines 
residential coverage in Florida after the effective date of the act. The credits expire 3 
years after the insurer began writing in Florida, or when the insurer attains a market 
share of 0.5%, whichever occurs first 

Dissolution of RPCJUA: The RPCJUA will be dissolved when its board of governors 
determines that the conditions giving rise to establishment of the RPCJUA no longer 
exist and the Dept. of Insurance consents to dissolution. Upon dissolution, assets of the 
RPCJUA after payment of all obligations will revert to the Hurricane Catastrophe Fund. 
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995 REGULAR SESSION 

lorida Hurricane Cataatrophg Fund (KB 719; Ch. 9S-1. I^wi of Florida^ 

fakes the following changes determined by the IRS to be necessary in order for the Cat Fund to be an 
itegral part of state government and not be taxable by the federal government: 

Initial State Capital Cootributioa: Appropriates to the Cat Fund $25 million in FY 1995-96 
and $25 million in FY 1996-97 ($12.5 million from General Revenue and $12.5 million from the 
Insurance Commissioner's Regulatory Trust Fund each year). 

Emergency Aascssmenti (Broad-Based Funding Source): Authorizes the State Board of 
Administration to increase the emergency assessment on all property and casualty insurance 
policies (except workers' compensation) from 2% to an amount not exceeding 4% of gross direct 
written premium if the Governor has declared a state of emergency due to the occurrence of a 
hurricane. 

Mitigntion Funding: Requires the Legislature to annually appropriate from the Fund no less 
than $10 million but no more than 35% of investment income from the prior year (rather than up 
to 2% of premium income from the prior year). Delays funding of mitigation programs until FY 
1997-98 but expands authorized uses for mitigation funding to include funding of local 
governments, state agencies, public and private educational institutions, and nonprofit 
organizations to support programs intended to improve hurricane preparedness, reduce potential 
losses in the event of a hurricane, provide research into hurricane loss reduction, educate or 
inform the public as to means to reduce hurricane losses, assist the public in determining the 
appropriateness of structural upgrades or in the financing of structural upgrades, or protect local 
mfrastructure from potential damage from a hurricane. 

Property Insurance Leyfeilatioa rCS^B 2619. Ch. 95-276. Laws of Florida^ 

Catastrophe Fund: 

Provides three coverage levels (45%, 75%, and 90% of losses in excess of retention), rather than 
only the 75% level provided by current law. 

Provides for reimbursement on a per-occurrence, rather than per-hurricane-season, basis. 
Excludes commercial non-residential policies from coverage under the fund. 
Revises methods of calculating premiums and retention: Beginning in 1995, each msurers* 
retention is a multiple of its Cat Fund premium. The retention multiple is determined by dividing 
$3 billion (the approximate industry-wide retention under previous law, after excluding 
commercial policies) by the aggregate estimated Cat Fund premium. This figure is an insurer's 
retention multiple at the 90% coverage level. If a lower coverage level (75% or 45%) is selected, 
the retention multiple is increased (by 120% or 200%, respectively). The Cat Fund must first 
reimburse "limited apportionment** insurers an amount equal to the lesser of $ 1 million or 1 
times its Cat Fund premium. Next, the Fund must reimburse insurers an amount equal to each 
insurer's "expected payout," which is the insurer's percentage of total Cat Fund premhmi 
multiplied by the Fund's current fund balance and bonding capacity as reported by the Fund. 
Thereafter, remaining amounts are pakl on a prorated basis. In all cases, an insurer may only be 
reimbursed for actual losses up to promised levels. 
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Provides that the Cat Fund will not cover additional living expenses. 
Requires semi-annual publication of Cat Fund financial information. 
Provides additional intent language and broader rulemaking authority. 

JoiBt Undcrwritiiig AisociatioBK 

Moves oonunercial residential policies (condominium associations, apartment buildings) firom 

Commercial JUA to Residential JUA. 

Creates eligibility requirements for RPCJUA policies; a risk is ineligible if it can be covered in 

admitted voluntary market at approved rates. 

Provides procedures for bonding and lines of credit, with multi-year emergency assessments to 

pay off the bonds. Insurers can be assessed up to 1 percent of statewide direct written premium 

for the subject lines of business, or 10 percent of the deficit, whichever is greater. If the deficit 

exceeds this amount, emergency assessments are collected by insurers, including the JUA, upon 

policies issued or renewed in the years following the regular assessments. Emergency 

assessments shall be a uniform percentage of that year's direct written premium for subject lines 

of insurance. 

Sets hiterim rate standards (until JUA can develop its own loss experience for ratemaking): JUA 

rates are pegged to the highest rate in the county of the top 10 insurers' rates, with a 1 year phase 

in. 

Authorizes take-out and keep-out credits for insurers that remove risks from JUA or keep risks • 

out of JUA. 

Specifies maximum limits for Florida Windstorm Underwriting Association ($10 million 

commercial lines residential, $1 million personal lines residential, FWUA shall write above these 

limits when coverage in admitted market unavailable). 

Authorizes RPCJUA to issue bonds and incur other indebtedness. 

Clarifies authority to pledge revenues to bonds and other indebtedness. 

Requires JUA rate filings to be made on a use-and-file basis and allows rate filings as frequently 

as quarterly. 

Elective 1/1/%, all new and renewal RPCJUA policies must be for a maximum term of 6 

months. 



JUAl 

Take-out bonus: requires JUA to pay an insurer that takes out a minimum of 25,000 policies 

from the JUA up to $100 for each risk removed, as approved by JUA ; DOI may reject plan 

based on specified criteria. 

Exemption fiom assessment: when a new insurer takes 50,000 or more risks out of JUA, it is 

exempt fiom assessment with respect to those risks to the extent of 100% in the first year, 75% 

in the second year, 50% in the third year. 

New oisurers: exempts new insurers from assessment for 3 years or until they reach 0.5% market 

share. 

Increased wind exposure: exempts an insurer fhim assessment with respect to any year in which 

it increases its wind exposure by 25% or more. 

Take-out bonus and exemption for removing 50,000 risks apply to all risks, rather than wind 

risks only; in order to qualify, policies must be guaranteed renewable for 3 years and the bonus 

must be placed in escrow for 3 years (moneys can be released from escrow only to pay claims). 

Agent bonus: all agents mayretain unearned commission on removed policies; assuming insurer 

must either pay conunission to agent of record or offer to retain agent 
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Deductibles: 

Establishes minimum and maximum wind deductibles. Minimum: $500 ($250 for properties 

valued under $50,000); maximum: 2% of policy limits (personal lines residential), 3% of policy 

limits (conmiercial lines residential). Exceptions: cap is 5% for a personal lines residential risk 

valued at $250,000 or more, no cap for a personal lines residential risk valued at more than 

$500,000; existing deductible programs and similar programs adopted by other insurers 

grandftthered-in. 

Requires mandatory offer of $500 deductible and 2% deductible on personal lines risk, with 

certain exceptions.. 

Co-pay: authorizes insurers to offer co-pay of 10% of the first $10,000 of losses after deductible 

is exhausted. 

Specifies notice with respect to wind deductibles and co-pays that must appear on fiice of policy. 

Horricmiie loss projcctloiis: 

Creates the Florida Commission on Hurricane Loss Projection Methodology as a panel of experts 
to approve actuarial methods and models. Requires the State Board of Administration, in 
establishing Cat Fund premiums, and the Department of Insurance, in reviewing an insurer's rate 
filing, to use models approved by the commission. 

Allows insurers to use any model used by the Catastrophe Fund as an interim model until the 
conunission approves other models. 

Bolldiiig code CBfoitemcBt: 

150 days after DOI approves a building code rate factor plan reflecting the quality of 
enforcement of building codes, new rate filings must include those factors. Requires discounts 
for mobile homes that meet the new federal standards. 

Recoupment: 

JUA: allows insurers to recoup JUA deficit assessments from policyholders. 
Cat Fund: allows insurers to include entire Cat Fund premium in rates. 

Commercial property/casualty excess proliti: 

Sunsets applicability of excess profits law to commercial property and commercial casualty 
effective 1/1/97. Requires DOI to provide to the Legislature a history and accounting of the 
excess profits law by 10/1/95. 



1996 REGULAR SESSION 

Hurricane Iiisur«iii» AITordahmtv and Availability Act of 1996 rCS/SB 2314. Ch. 96-194. Laws of 
Florida^ 

Homeowner's insurance moratorium: 

Replaces existing moratorium with new, 3-year **moratorium completion** that applies to policies 
in force on June 1, 1996. An insurer is prohibited fiom canceling or nonrenewing personal lines 
residential policies for reasons of reducing hurricane losses, except that the insurer may 
nonrenew up to 5 percent of such policies statewide in a 12-month period, or 10 percent in a 
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given county. Policies transferred from an insurer to another Florida authorized insurer do not 
count as a non-renewal. DOI nuiy approve accelerated exposure reduction plans with 
nonrenewals that resuh in wind coverage through the Windstorm Association if the insurer 
retains the ex-wind risk, but the statewide total of such nonrenewals and other nonrenewals may 
not exceed the statewide total otherwise allowed under the moratorium. 

CondomiBiom assocfaitioa intonuMc montorinm: 

Creates a 3-year moratorium on hurricane-related nonrenewals of condominium association 
coverage with same basic terms and conditions as the homeowner's insurance moratorium, 
summarized above. 

Hurricane deductibles: 

Provides for hurricane deductibles instead of windstorm deductibles with transitional provisions; 
for properties valued under $100,000, there are no exceptions to the mandatory offers of $500 
and 2% of policy limits hurricane deductibles; for properties valued between $100,000 and 
$250,000, the insurer need not make the $500 offer if it instead provides an additional year of 
guaranteed renewability (but the insurer must make the 2% offer); for properties valued at 
$250,000 or more, the only required offer is 2%; the threshold for the maximum optional 5% 
deductible is lowered from $250,000 dwellings to $100,000 dwellings. 

Insurers may also offer, at the option of the insured, secured hurricane deductibles under which 
the first $500 of a loss is deductible (all perilsX the next $5,000 in hurricane losses are subject to 
a 90%/10% co-payment, and losses above this amount ($5,500) are subject to a deductible of up 
to 10% of policy limits, if the policyholder obtams a certificate of security backed by a line of 
credit or other assets to cover the deductible. 

Mobile homes: 

Exempts mobile homes from mandatory hurricane deductible offers; increases maximum 
hurricane deductible for mobile homes to 5% if the home is subject to a lien, 10% if it is not. 

Catastrophe Fond: 

Improves financing of the Florida Hurricane Catastrophe Fund, created in 1993 to provide 
reimbursement to insurers for a portion of their hurricane losses, by: (1) creating a public 
benefits corporation known as the Florida Hurricane Catastrophe Fund Finance Corporation to 
eliminate costs and delays in the bond issuance process; (2) extending the maximum term of the 
bonds from 1 5 to 30 years; (3) specifying purposes for which bond proceeds may be used; (4) 
specifying the authority of counties or municipalities as issuers of Cat Fund revenue bonds; and 
(5) allowing for advances of up to 90% of anticipated Cat Fund recoveries for **limited 
apportionment companies.** 

Rate standards (effective Jan. 1, 1997): 

Deadline for regulatory actioB: Requires the Department of Insurance to complete its 
review of an insurance rate filing within 90 days after the date of filing; the 90-day 
period is not tolled by requests for further information. 
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Arbitntkm: Allows an insurer to request that a dispute with DOI regarding a rate filing 
be submitted to a 3-member arbitration panel, rather than an administrative hearing. The 
insurer and the department each appoints one arbitrator and those two arbitrators choose 
the third arbitrator, all of whom must be certified by the American Arbitration 
Association. The insurer must pay 100% of arbitration costs. Specified provisions of 
the Florida Arbitration Code (Chapter 682, F.S.) apply and the department must adopt 
rules consistent with the procedures of the American Arbitration Association. 

Cat Food recoBpmcBt: provides for full recoupment in an insurer's residential property 
insurance rates of Cat Fund premiums, but prohibits recoupment of reinsurance costs 
that duplicate Cat Fund coverage. 

HorricmBC Loss ProJectioB Methodology CommisaioB: 

Deletes authorization for insurers to use in its rate filings, on an interim basis prior to adoption of 
standards by the Mediodology Commission, the hurricane model used to set Cat Fund rates; 
standards adopted by the Methodology Commission would no longer be binding on DOI, but are 
admissible and relevant in any rate hearing. 

Rcsidcotial Property iBsoniBce Rate FiliBgs: 

(1) Requires insurers to separately file rates for hurricane coverage and to reflect on premium 
notices to policyholders the premium for hurricane coverage and the premium for all other 
coverages; (2) allows an insurer to phase-in approved rate increases; (3) prohibits insurers fixnn 
excluding windstorm coverage except in areas eligible for windstorm coverage from the Florida 
Windstorm Underwriting Association; (4) provides that rate filings based on computer models 
may not include a rate increase of more than 25% without a public hearing; includes a revised 
definition of hurricane coverage. 

FloridB WiBdstonn UBdcrwritiBg AssoclatioB: 

Revises assessment procedures to track the procedures of the Residential JUA, which provides 
for muhi-year assessments to be collected by insurers as a uniform percentage on all property 
insurance policies; revises financial provisions to specify that the FWU A has the power to issue 
bonds and incur other indebtedness, to pledge assessments and other revenues, and to accumulate 
reserves and retain surpluses. 



I JUA: 

(1) Revisions to improve JUA financing by specifying that the power of the JUA to pledge 
assessments as the source of revenue for bonds includes the power to pledge other revenues to 
secure other forms of indebtedness; (2) removes the 6-montfa JUA policy requirement; (3) 
authorizes the JUA to issue either a standard or a basic policy, based on objective underwriting 
standards; (4) pegs the average JUA rates in a county (until 1/1/98) to the insurer with the 
highest average rates in that county, considering the top 20 insurers rather than the top 10 
insurers as currently provided, based on statewide market share; (5) allows an agent to indicate 
his preference for a servicing provider, but provides circumstances under which the JUA can 
make a different assignment. 

JUA dcpopulatioB: 
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Revises agent compensation in connection with JUA depopulation plans; provides for bonuses to 
insurers for condominium association take-out plans. 

Legislative woridng group on residiial markets: 

Creates a legislative working group to recommend permanent solutions to the residual market 

Insurer contracts with building contractors: 

Allows insurers to enter into arrangements with building contractors for hurricane damage 
mitigation-related services. 

Hurricane loss mitigation projects: 

Allows DOI to contract with public or private entities for hurricane loss mitigation projects. 

Special purpose homeo wners* insurance companies fCS/SB 4 S6. Ch. 96-34S. Laws of Florida^ 

Authorizes the Department of Insurance to issue, on a temporary basis, a certificate of authority 
as a special purpose homeowner insurance company with limited regulation. The company must 
have a surplus of at least $10 million and must be the subsidiary of an insurance company 
authorized in at least one state with surplus of at least $50 million. The new company may write 
coverage only for risks removed from die Residential JUA or assumed from another insurer. For 
the first year of licensure, rates of a special purpose insurer are not subject to regulation, but are 
limited to 1 10% of the prior insurer's rate (including the RPCJUA) for substantially similar 
coverage, or the same rate that the prior insurer would have charged upon renewal. Policy forms 
must be substantially similar to standard ISO homeowner forms and must be filed with the 
department for approval. The company is exempt from RPCJUA and Windstorm Association 
assessments, but must participate in the Hurricane Catastrophe Fund and the Florida Insurance 
Guaranty Association. The company is subject to financial reporting requirements, premium to 
surplus limitations, and grounds for suspension or revocation of its certificate the same as 
authorized insurers. DOI must adopt rules within 60 days after the effective date. The 
department must approve or deny an application for a special purpose insurer within 75 days 
after receipt of the application. The department may not issue a certificate to a special purpose 
insurer after December 31, 1998, but already-issued certificates continue in force. 
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Senator Stevens. Well, I will not call you an advocate, but I 
liked everyliiing you said, 

Mr. ScHULTE. Thank you, sir. 

Senator Stevens. Thank you very much. 

Next is Mr. Clark. Mr. Clark represents the United Homeowners 
Association. 

I mig^t add that we have letters of support that I would like to 
put in the record from the League of California Homeowners, from 
the Reinsurance Association of America, from the Natural Disaster 
Coalition, all urging us to move as quickly as possible. As the Cali- 
fornia group of homeowners says, *The National Disaster Protec- 
tion and Insurance Act is needed now. We cannot afford to wait to 
enact something meaningful at a friture date when it will be too 
late," So, we welcome you, Mr. Clark. 

[The information referred to follows:] 
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UNITED HOMEOWNERS ASSOCIATION* 



July 18. 1996 

The Honorable Ted Stevens 
United States Senate 
Washington. DC 20510 

Dear Mr. Chainnan, 

On behalf of the millions of homeowners across the country whose 
homes are not insured or are under Insured, I want to thank you for your 
extraordinary efforts in addressing the natural disaster insurance problems 
faced by them and the American taxpayer. 

Even before Northridge and Andrew, the United Homeowners 
Association (UHA) had been actively involved in the process of exposing the 
disaster insurance problem and trying to obtain much needed federal 
legislation to correct it. Because of the failure to build a consensus among the 
many and diverse interests, little had been accomplished. 

Without reservation, we can say that your initiative, leadership and active 
participation in producing The Natural Disaster Protection and Insurance Act of 
1996 (S. 1043) has done more to produce a viable solution than any attempts in 
the past. 

Absent federal legislation, the economic and social problems we face as 
a nation from future catastrophic disasters will continue to be unprecedented. 

We look fon/vard to working with you in the legislative process and 
passing S. 1043 before the next catastrophe strikes. 



Sin^efet^ ^^^.^-^ 



PreskJent 



1511 K Street, NW Suite 326 Washington, DC 20005 
Phone: 202.408.8842 Fax: 202.408.8156 http://uha.org /America Online kw:UHA 
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900 Bnd Street. N£. 

Suite 303 

lahincton. D.C. 20008 

(808) 371-1877 

FAX(808)688-FIRB 




OupilllllllllBllHAM 




CONGRESSIONAL HRE SERVICES INSTITUTE 



July 17, 1996 



The Honorable Ted Stevens 
United States Senate 
522 Senate Hart Office Building 
Washington, DC 20500 

Dear Senator Stevens: 

Representing the Congressional Fire Services Institute's National Advisory 
Conunittee and its 55 member organizations, we want to thank you for 
providing leadership on the Natural Disaster Protection and Insurance Act. 

Having experienced the Miller's Reach fire last month and other disasters 
throughout your career, you are well aware of the vital role the fire 
service plays during disasters. Nothing is more important to their efforts 
than mitigation, training and preparedness. It is well documented that 
these measures save lives and property. As Benjamin Franklin once said, 
"An ounce of prevention is worth a pound of cure." 

You are to be congratulated for maintaining these vital incentives in the 
revised S.1043. We believe these state incentives are the prudent 
approach when planning and preparing for natural disasters and they show 
your support for the 1.2 million men and women of our nation's fire 
service who most often are "first responders" to natural disasters. We are 
ready to go the distance with you to insure that Congress understands the 
importance of this legislation to our nation's first responders. 

We salute you for your work, and will continue to offer the support of 
CFSI to your efforts. 



^l^xn^A i^wJc 



Sincerely, 



Roman A. Kaminski 
Chairman 




Anthony R. O'Neill 
Vice Chairman 
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July 17. 1996 

The Hooonble Ted Stevens 
United Stites Seme 
Washington, DC 20510 



Dear Senator Stevens: 

On balialf of tiie compenies and arganizitions ytAadb. pacticipate in the Natuzml Disaster Coalition, 
I wmt to thank yott fa your cfBnmtP mate fedcfal disaster legisUrtion a t^ 

We were pleased to partictpate in the series of meetings you sponsored this year to develop 
coosensosdangestothBori^nalbilL We believe, as you do, that ths new vcinon of S. 1043 which 
you and Smatnr InoiQfe have pw ipoi cd icprasents an e ao Bdkw t first step toward solving dw complex 
prahkns aisocisted widi nntiBal d iiasfcn . We u ndnnta nd dial more needs to be done by stales and 
the private sector, aad we pledge to wofk widi other interested parties to fulfill that mandate. 

We are hopeful that you and your ooIleagQes will be aUe to take futher action on die legislation 
befcie this Congress adjonras. We stand ready to assist you in any way possible. 



SlIMTIMy, 



^^ Weber 
Executive Director 



1301 PcnnsylvanU Ave. NW- Suite 30S-WashtaglDn.D.C 20004 • 101 / 7t9'27IS • FAX 202/7ai^»37 
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REINSURANCE ASSOCIATION OF AMERICA 

1301 PfettniylvadaAyemK.H.W. Suite 900. !IIUiifi^a^O.C 200^ Telipiiaiie: (202) ti3f-3«M) 

Facriinik: (202) 014936 

Via FACSIMILE 

Memorandum 

i 

To: John Roots, LegisIativB Attorney, U.S. Senator Ted Stevens (202-224-9603) 

From: Frank Nutter 

Subject: Naturap DisaA^j^otection and Tnsuranee Act 

Date: July 17, 1996 

I have reviewed iliic National Taxpayers Union memorandum of July 8, 1 996, raising several issues 
in the draft Naturkl Disaster Protection and Insurance Act. We could not agree more with David 
Keating' s stated preference that private insurance and reinsurance markets maximize their capacity 
protection against natural disasters. Indeed, it is our desire as well that the law make clear that the 
proposed excess of loss contracts provide capacity in excess of that which is available in the private 
market. Perhaps a statement in the bill to that effect giving the Secretary of Treasury authority to 
adjust the threshords would satisfy, all parties. 

We do not agree |with Mr. Keaiiiig thai the current draft would prevent a private market from 
emerging at the levels of capacity contemplated in the draft bill. I believe Mr. Keating in his 
memorandum con&ses the private sector's rate of return with its cost of capital in evahiating the 
marginal differences he cites. The industry's cost of capital will not match the government's, of 
course, but this will not by definition foreclose private sector initiatives. It is my understanding that 
as a private marketidevelops, the federal role will subside and indeed may even serve as a catalyst for 
the private sector. ; Perhaps.the bill should so state. 

If Treasury establishes an appropriate '"floor" price prior to the auction, we believe the contracts 
would be attractive to the market and not expose Treasury to extraordinary losses. Appropriately 
priced, the contractis should stand on their own - particularly over time. This should mollify concerns 
about "over-supply" or undei&nding Treasury obligations. 

What the private soctor needs is a long term dependable backstop to provide catastrophe protection 
beyond its own capacity. Concepts contained in the excess of loss contracts see attractive in this 
regard. I^ as the legislation contemplates, capacity level and the triggers are adjusted to be above 
private market conditions, the excess of loss contracts fill this need. 



FWN/tnam 
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lelMGlofCAUTOMAHOMEOWNEllS 



Tiitsd«y,Jiily1B.l9M 

71w Honenibto T«d 8tiv«ns 
MwnlMr, UnHsd Stites SMiaftB 
Washington.. D.C. 20610 

RX: S-lO43-Nali0BalDiMist«rPrulccUoBudIiB«ruiGeAcL (sapfory 



Ob bthalf of The Lcasot of CaUlbnite HoBMWBcn and iti iJioiiMBib of ■•mbcriy I wia^ 
to eoBflntBbte ywi OB kodbig fUi JMpoHaat cfBMi to nMhw «h« sarioof problta o^ 
JHwa—w h iiiii g !■ ■■ < by hw wmiM m htn ia OJMbrBJa «■ wU of B «tjy D|y. 

Obt iUBffliTfcMi ii ft itMowldt hoflwowBcr cowiHtr tmNra woiktag ta ranpoit of tto 
tifinti bdBff mado bj tte Uoitod HotoMirBin AoodfttioB to brmg oboBt a lovad disBster 
iasBiBBot |w oy M B at Ibo Botiowol hmL AtyoBBuyolnB^ybaaworo^ftodUlkBlhrofobtobiiBc 
bomMWBonlnranBcolBCallfenbhasnftcbtdaMiprBwm^^ Thocvrtonntofetourlctf^ 
nprncBt 75% of the bomiowacr tatartaco naricct are ilttor BoC MUbic tbk ^|fpa oTcovan 
tbiybaya iom ^y>M<rictodthairactMty. Eac h day, o ar afllcar—abanooratafaaaplaiato 
frma dtuicjote hoBNOivnora aad bop aft il boflw bayui wno caBHOi liBd Ibwubbob. 
. The tcopo of tbi latt BJvor oarthqpaltt diMstor Ib NoHhridfe, CafiC^^ 
tobodibomtoiivBcnoBdiBfanBceearritrialika. Tbo imgwitBHa oif tba Iooom (la ■«■■■■ of $12 
bfliiaB)aqpotadtbodaBcarorra|ylBf opoaanBallfauBnMKapooL Evm ia a stoto tba dae of 
CallfbrBia, Ibo ilik to boBcowBcn and tauanaco ooTiffi allko It Cv mora tbaa wo coBid b^ 
rocovcrinawitttoVlfcdanlaaiMuMe. h fto ftrtarc, tba OB|y Marhanfcm capable of pro<»Blhn 
Biatoiv fedora! graata to diwwtor ^rjetiga fa aictbodkal phiBBJag aad waporatloB today! We 
irapoiTft-1043 bocaoM ttprovldai Ibr AatkiDd of iriaamBCBow, bofbra tbo dlwiiar occnn! 
Amo» wo ferveo^ biliovo nat it wiD nralt la tbo raopcataig of Oc bomflo«von iotarn^ 
to compatltfro prMBfioatt by raaovfag Aa fear that dbik eoBipoBks wfll bay* to (o it alase ea 
iartbouaha covonujo* 

TboNalioiiarillnitorPlQladioBaadlB^^ Wocauotallbrdto 

wait to caact soaalbiBg BMudagfel at a flrtara date when it wfll bo teo lato. 

nmmkjfouftrymtw h md t n k^ im t ' 




Digitized by 



Google 



57 

STATEMENT OF JORDAN CLABK» PRESIDENT, UNITED 
HOMEOWNERS ASSOCIATION 

Mr. Clark. Thank you, Senator. I want to add our letter to that 
pile, if I may. I want to assure you that as one of the sausage mak- 
ers of this legislation, we are still in favor of S. 1043. 

Our group represents homeowners, which are really the chief and 
primary concern of the legislation, not only from the victim stand- 
point but you have to remember that homeowners, since they pay 
90 percent of the tax base in this country, get hit whether they are 
victims or not, because the $34 billion we have spent in emergency 
funds over the last 3 years to respond to disasters comes from the 
treasury, which comes from the pockets of the taxpayers. 

So, responding a bit to the Treasury's stand on the legislation, 
if they are concerned about the effect on the taxpayers, without 
this legislation we know we are going to do emergency funding and 
I point out that the $34 billion in emergengr funmng above and be- 
yond what is normally appropriated for disaster response is twice 
the HUD budget. I think it is more than we spent on education in 
this country in the last 4 years. 

So if we are looking for wavs to save the taxpayer money, per- 
haps we should look at this bill as a, call it, the taxpayers' savings 
bill of 1996. 

We have been working on the legislation since, I think, the 
Johnstown flood, as you know. Senator, and we are quite surprised 
that the Administration has not in favor of this bill, commenting 
on the comments from the Administration spokesperson. I person- 
ally asked the Administration face-to-face in December when we 
agreed to substitute or at least support the substitute for Senator 
Inouye's original bill on the excess-of-loss contracts whether this 
was the Administration's position. They said it was. 

So we took that as their word and proceeded to work with vou, 
as did extraordinarv numbers of groups who had never workea be- 
fore together, I might add — ^from lenders, to realtors, to homeowner 
associations, other consumer eroups, representatives from both leg- 
islative and Administration branches of government— i>eople who 
would never come together and discuss this bill before, who I might 
add spent a lot of time, and some spent a lot of money coming from 
California to participate in the discussions and the building of this 
consensus legislation, which is the first consensus legislation we 
really have had oh the matter. 

As I said, I was quite surprised at the Administration's stand. 

I want to point out that it is sorely needed, because if we do not 
remember who we are helping here, we are really missing the 

Eoint In California alone mv testimony says 70 percent of the 
omeowners do not have earthquake insurance. That number is 90 
percent today, I was told by the Lea^e of California Homeowners, 
who we are related to out in CalifomuL That is an insurance indus- 
tay number, not their number. 

So 90 percent of the homes in California do not have earthquake 
insurance. If you run some numbers, there are about 8 million 
homeowners as such. A recent study of the Hayward fault, which 
runs through the Bay area, by Stanford University predicts that a 
7.5 would wreck about 150,000 homes. They are not insured, 90 
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percent of them, lliat is about a $30 billion loss alone in residen- 
tial construction and, I might add, everyone's equity in their home. 

It causes extraordinary economic effects, not only in California 
but across the country to the lending industry, the secondary mar- 
ket, et cetera. Interest rates would increase substantially. There 
would be questioning about the way we treat money and lend 
monev as mr as the secondary market is concerned with Fannie 
and Freddie, et cetera — extraordinary effects, economic and not get- 
ting into the social effects across from California to New York. 

So we have to remember those things. Florida, deferring to my 
colleague from the State, which kaows more about it than I do, has 
tried to address the problem. The State of Florida is now the sec- 
ond-largest insurer in the State, widi close to a million policies. I 
am not sure if Bertha headed west and hit Miami that tnose poli- 
cies could have been paid off quickly or even administered quickly. 
The fund is new, I understand that, but an extraordinary situation 
in the State of Florida. 

That seems to be spreading to Texas, New York, North Carolina, 
Louisiana, et cetera, not only among industry but among home- 
owners themselves. So it is a problem that we have to solve. I do 
not think it demands any more study. We can study it to death. 
Certainly we have been involved in it for 5 years, and we are kind 
of tired of studying it. 

If we continue to study it, maybe we should have three and a 
half by five cards printed up to distribute to the victims of the next 
disaster, sayin^^ ''problem under consideration; please be patient.'' 
I do not think impatience is the proper word either to describe the 
situation. It is frustration. We really have to do something. 

No one can tell us when the next disaster is going to strike. It> 
mig^t be tomorrow. We are simply not prepared, as Both Senator^ 
pointed out. 

Having established the problem and pointing to the victims, hoUrm 
victims of disasters and as taxpayers, I will now go on to give soms 
specific comments about the bill itself. 

As I said, we worked, along with manv, many other groups, and 
I think all the groups that have a vested interest in this were rep-- 
resented at our meetings. All had the chance to contribute. We sd^ 
know that the bill is not jperfect. We have problems with some oM 
it. Legislation is compromise, we all know that, and this bill cer- 
tainly reflects that. 

Those who said we need more study ought to look at some of the 
sections. There are four directives in this bill that require more 
studies of the effects of disaster legislation from wildfires to using' 
cost models and mitigation procedures for the States themselves. 7 
think in a bill which is not very voluminous four studies is prob- 
ably a record-breaker. 

UHA as an association representing homeowners across the 
countiy does support the excess-of-loss contract, and we still sup- 
port it. This approach was given to us by the A^te House in sud- 
stitution for other approaches, and we like the proposal because it 
is revenue-neutral. I do not understand how die White House can 
say or the Administration can say this is going to cost $250 billion. 

The fund is set up. If there is not enou^ money in the Amd and 
a disaster strikes the day after the bill is passed, moneys are bor- 
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rowed from the Treasury. They are paid back at reasonable rates, 
and the fund is built up that way. So it is not going to cost the 

fovemment extraordinary amounts of money. If we do not do it, it 
as demonstrated that it will cost the government at least $35 bil- 
lion in emergency aid so far in the last 3 years. 

Second, the Federal trust account set up for the contract sale 
proceeds will provide the Administration costs necessary for other 
programs estid>lished by the legislation, the mitigation fund and 
money that goes to local governments, and the loss cost commission 
itself So that is another revenue-neutral provision of the bill. 

Third, the Department of the Treasury establishes a reserve 
which is a minimum price assuring that the contracts are properly 
priced and not subsidized reinsurance for insurers or State pools. 
If the Treasury Department wants to torpedo this program, they 
can set the prices above what they think anybody will pay for 
them. 

UHA also supports the establishment of the loss cost commission. 
First, the legislation protects the traditional regulatory role of the 
States by allowing the chief insurance regulatory otncial of the 
State to disapprove the loss cost component by declaring that the 
estimates of catastrophe loss cost are excessive, inadequate or un- 
fairly discriminatory. That is fairly simple and straightforward. If 
the regulatory official of the State does not like it, he does not have 
to consider them, he or she, subject to judicial review, of course. 

Second, the loss cost commission is appointed by the Secretaiy 
of the Treasury and has sufficient representation to assure that it 
will not be stacked in favor of the industry, although UHA rec- 
ommends that the legislation be amended to reqiure each ap- 
gointee have at least 10 years' experience in his or her respective 
eld. 

Third, the establishment of the loss cost commission will give the 
States another source of information in establishing rates. It will 
also give both private and public parties and critics an additional 
source to judge whether rates are too high or too low. It opens up 
the process of ratesetting more than it has ever been opened up be- 
fore. I think the people that are both pro and con on this bill 
should welcome that. 

Fourth, since few can now argue that past rates reflected real 
risk in disaster areas — we woulanot be here if they did — ^the loss 
cost commission may be the catalyst needed for the industry. State 
regulators, and consumers, including homeowners, to have a better 
understanding of the price attachedto selling, regulating and pur- 
chasing insurance. 

Fifth, although the age of miracles has passed, the loss cost com- 
mission may help depoliticize the ratesetting system, which has 
greatly contributed to producing the very problem we are trying to 
solve. 

UHA also supports the establishment of the multi-hazard mitiga- 
tion program. First, any program which will improve State and 
local government's preparation for response to natural disasters is 
welcomed. 

Second, the State mitigation plans have to address building 
standards and enforcement. This mav force many areas of the 
country — and there are many — ^which nave substandard codes and 
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substandard enforcement to pay more attention to codes and en- 
forcement. Had code enforcement been a priority in south Florida, 
an estimated one-third of Andrew's $16 billion loss would not have 
occurred. 

Living in the only industrialized nation without a national build- 
ing code, America's homeowners are completely dependent on local 
officials to ensure that their homes are built properly. We have 
more standards for safety about our cars and other items we buy 
than we do for our homes. It is time we put the same priority on 
our homes, we believe. 

The severity and number of natural disasters over the last few 
years has had little, if any, positive effect of code enforcement and 
enhancement. 

Third, the mitigation fund is paid for from the sale of excess-of- 
loss contracts, placing no burden on the taxpayer. 

UHA also supports the mandated studies evaluating wildfires 
and the tax treatment of insurance catastrophe reserves. No one 
knows better than the Senator about wildfires and those fi!*om Cali- 
fornia and how we are not as prepared as we should be. We wel- 
come the study, and the study also on the tax treatment of insur- 
ance catastrophe reserves. 

If all else fails in attempts to solve the insurance accessibility 
and affordability problems faced by this country, favorable tax 
treatment of reserve set asides may be an alternative. The nec- 
essary ingredient in examining the pros and cons of such a pro- 
posal is determining its revenue impact. In the vernacular, would 
it be less expensive for the government to grant favorable treat- 
ment to the insurance industry than to continue spending billions 
of dollars in response for uninsured losses? 

UHA also supports section 306 of the bill calling for States to 
take mitigation measures into account in setting rates and pricing 
incentives, in addition to section 307, calling for a study of the 
availability and affordability of catastrophe insurance. 

We truly appreciate the opportunity to have participated in the 
working group. Senators, and continue to look forward to working 
on getting legislation passed. Particular thanks to you, Senator 
Stevens, and to you. Senator Inouye, for being so tenacious in your 
leadership on this issue. I also want to thank the staff, both minor- 
ity and migority, for keeping us on track in the working groups and 
keeping us focused. 

We hope that the second kick of the mule will not discourage you 
from ^oing forward with this legislation. I am sure you have bieen 
kicked more than twice by mules before. 

[The prepared statement of Mr. Clark follows:] 
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Mr. Chairman and Members of the Committee, the Natural Disaster Protection and Insurance 
Act of 1996 (8.1043) is a necessary step forward in addressing the loss of life and property 
and the social and economic problems brought about by natural disasters, not the least of 
which are the escalating insurance problems faced by millions of Americans and thousands 
of communities across the country. 

The United Homeowners Association (UHA) is a nationwide non-profit, consumer 
organization which in promoting and preserving home ownership, represents the Interests of 
the nations 65 million homeowners. 

As individuals and as a nation, our homes represent our greatest economic and social 
investment. For the millions of Americans whose homes are not insured or are underinsured. 
that investment can be wiped out in minutes by natural disasters. 

Unfortunately, disaster victims are not limited to the disaster area. Since homeowners 
provide 90% of the federal income tax base, homeowners across the country end up paying 
for the federal response which over the last few years has been an a whopping $35 billion in 
emergency funding alone. In short, the 65 million homeowners as taxpayers and potential 
victims have the most to lose if we continue to ignore the disaster insurance problems 
spreading across the country. 

Having established a public record over the past five years on the necessity of federal natural 
disaster legislation, i will limit my remarics to a reiteration as to why legislation is needed and 
then address specific sections of S.I 043. 

Even the most critical voice of the legislation would have a difficult time denying that there is 
a growing homeowners insurance problem in many of our most populated states. Because 
of the continued lack of affordable insurance, 70% of California households are still not 
insured for earthquakes. In Fk>rida the insurance problem is so great that the State of Florida 
is the second largest insurer in that state. 

Texans living on the gulf coast and New Yortcers on Long Island are starting to witness the 
egress of insurance companies, an increase in premiums and non renewal of policies. 
Hurricanes, earthquakes, floods, tornadoes, witel fires, hail, winter storms, mud sikies. and 
drought have provided restelents of all states the opportunity to become disaster victims. 
Unfortunately, the experts tell us that more and greater disasters are on the way. 
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The fad is that extraordinary iossee and the potential of more to oome have caused insurers 
to stop insuring or to iimit their coverage in many states. Right or wrong, the trend wiit 
continue as more disasters hit. ieaving homeowners and their communities at the mercy of 
mother nature. 

As stated, ail of us. no matter where we iive pay for disasters. We do not talce issue with 
coming to tfie eid of disaster victims or that the federal and state response Is anything t)ut 
correct.-' But, we feel strongly that if homeowners, renters and small businesses had 
aff6rdak)le^^ and adequate insurance and responsive t)uilding codes were estat)lished and 
enforced, the^<federai. state and local governments' ^ (taxpayers) k>iils would be reduced tiy 
tens of billions of dollars. Perhaps we should call S.1043 the Tax Relief Bill of 1996. 

To those who have concerns that 8*1043 ¥vill add to the liability of the taxpayers. I respectfully 
point out^lhat the fsderal government will continue to bethe^rsal Insurer of last rssort until we 
find a: better edution to the prabism or change to e totalitarian form of government 

Although S.1043 is not perfect and will not solve all the mitigation and insurance problems 
ittsocieftedwith natural disasters, it is the raost« practical approach to date and the only one 
txiHt on consensus of tha many dlvecse interests affected tiy tha prot)iem. 

We feel that the Natural Disaster Protection and Insurance Act of 1996 is a positive step 
fonward in solving the growing prabism of Insurance availability and affbrdability. 



8.1043 is the fifst true consensus Bill which addrsss the insurance problems produced by an 
unprecedented number of natural disasters over the past few years with the prsdiction of 
more 4o come. Those involved in the formallon of the legislation over the last six months 
» represented a very diverse group of public and private interests. Many of those partidpeting 
such as UHA have been involved in disaster legislation for years. We do not feel that is an 
area which Iacks..analy8es, although further study is always welcome. In tact, the Bill 
^nandales no less than four studtas on various disaster Issues. 

Whatthe^insurancexrises has lacked is a reasonabis solution. UHA would welcome further 
study in Veu of legislation, U.we could be assured that no dteasters will occur between now 
and the time that the siudtos are produced and legislation is passed. 8ince we have no 
control over the timing of dteaslers and vw know that mMions of Americans and thousa 
communities are not adequaMy insured, adton is as impcitant as analyses. 
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Legislative and Executive Branch representatives from the White House to the General 
Accounting Office, private sector interests from consumer groups to insurers all had the 
opportunity to contribute to the fonnation of S.1043. As with any consensus legislation which 
effects 80 many interests, compromise was a necessary part of the process and remedies will 
come a step at a time, not ail at once. 

Those who participated did so at their own level of interest and contributed to the debate as 
much or as little as they pleased. As predicted, .some participants would not support the 
legislation. The hope was that the majority would produce and support a piece of legislation 
knowing that the product would not be perfect or entirely acceptable. 

The Product 

S.1043 differs from past attempts to solve the insurance problems in so far as it does not 
create a government backed disaster insurance corporation providing primary insurance 
coverage. 

S.1043 attacks the insurance availability problem by providing a backstop for disasters whteh 
produce industry tosses between $25 and $50 billion, in effect S.1043 creates a reinsurance 
program. The program administered by the Secretary of the Treasury depends on the auction 
of 'excess-of-loss reinsurance contracts' to insurers and state pools. The underlying 
phitosophy is that the program in addressing the capacity and market stability problems will 
be enough of a catalyst to restore availability and affordability to the mari<ets hardest hit by 
past and future disasters. 

UHA supports the excass-of-toas contract approach! 

First, unlike past proposals, the program is revenue neutral, costing the taxpayers 
nothing. 

Second, the federal trust account set up for the contract sale proceeds will provMe 
the administrative cost necessary for other programs established by the legislation 
dealing with mitigatton funds for state and tocai governments and the projectton of toss 
estimates through a Loss Cost Commisston. 

Third, the Department of the Treasury establishes a reserve (minimum) price assuring 
that the contracts are properly priced and not subsklized reinsurance for insurers or 
state pools. 
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nrst, the legislation protects the tredWonal regulalory role of the states ty aHowfing the 
'chief insurance regulatory official of the state' to disapprove the loss cost component 
tyy declaring that the^^esdmales of catastrophe loss costs are excessive. Inadequate, or 
unfairly discriminatory.' 

Second, the Loss Cost Commission is appointed tyy the Secretary of the Treasury 
and has sufficient representation to assure itiwonl t)e stacked in favor of the industry. 
Although. UHA recommends that the legislation be amended to require each 
appointee has at least ten years of experience In his/her respective field. 

Third, the estatMlshment of a Lx>ss Cost Commission will give the states another 
source of Information in estat)lishing rates. It will also give t)oth private and public 
parties an additional source to Judge whether rates are too high or too low. 

Fourth, since few can now argue that past rates reflected real rlsl( in disaster areas, 
the lost cost commission may be the catalyst needed for the industry, state regulators 
and consumers to have a t>etter understanding of the price attached to selling, 
regulating and purchasing insurance. 

FIfflh. although the age of miracles has passed, the Lost Cost Commission may help to 
de-politicize the rate setting system which has greatly contributed to producing the 
very prot>lem we are trying to solve. 

UHA supports the establiahment of a ■multihayarri mitigation program"! 

Rrst, any program which will improve state and local govemments' preparation for 
and response to natural disasters is welcomed. 

Second, the state mitigation plans have to address building standards and 
enforcement. This may force many areas of the country which have sub-standard 
codes and/or sub-standard enforcement to pay more attention to codes and 
enforcement Had code enforcement been a priority In South Florida, an estimated 
one third of Andrew's $16 billion loss would not have occurred. Living in the only 
industrialized nation without a national building code. America's homeowners are 
completely dependent on local officials to ensure that their homes are buiit properly. 
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The severity and number of natural disasters over the last few years has had little, if 
any. positive effect on code enhancement and enforcement. 

Third, the mitigation fund is paid for from the sale of excess of loss contracts, placing 
no burden on the taxpayer. 

UHA supports the mandated studies evaluating wildfires and the tax treatment of insurance 
catastrophe reserves: 

First, federal state and local response to wildfires in both developed and 
undeveloped areas is in need of improvement. 

Second, if all else fails in attempts to solve the insurance accessibility and 
affordability problems faced by this country, the favorable tax treatment of reserve set 
asides may be an altemative. A necessary ingredient in examining the pros and cons 
of such a proposal is determining its revenue impact. In the vernacular, would it be 
less expensive for the federal government to grant favorable treatment, than to 
continue spending billions in disaster response for uninsured losses? 

UHA also supports Section 306 of the bill calling for states to talce mrtlgation measures into 
UHA also supports Section 306 of the biir calling for states to talc e mrtigation measures into 
a studv of the availabilitv and affordabilih/ of catastrophe insurance. 

We appreciate the opportunity to again present our views on solving the increasing problems 
we all face as a result of disasters. 

Before closing, I would lil<e to thank Senators Stevens and Inouye for their efforts in reaching 
out to a very diverse group of interests in bringing about S.I 043. We have made more 
progress in the last five months in addressing the problem than we have in the last five years. 
Thanl<s are also in order to the Majority and Minority staff for their tenacity in l<eeping the 
working group together and focused. 
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Senator Stevens. I am sure we will go ahead with it. Senator 
Inouye and I have no alternative. We come from the areas that are 
most disaster-prone in the United States, subject maybe to Florida, 
although I think we outdo Florida in terms of natural disasters. 
But we are going to go forward. There is no question about that. 

The question is what will the bill be like. I do not mean to take 
Ms. Grffin's time, because we do have to go at 4, unfortunately. 

Ms. Griffin. Ms. Griffin represents and is the insurance counsel 
for Consumers Union. We all read your reports. I am not sure I al- 
ways agree with the message. 

STATEMENT OF MART GRIFFIN, INSURANCE COUNSEL, 
CONSUMERS UNION 

Ms. Griffin. Thank jrou. Senator Stevens. I testify on behalf of 
not only Consumers Union today but also Consumer Federation of 
America, and we appreciate very much the opportunity to provide 
our views on this bill today. 

First, I would like to take the opportunity to thank and com- 
mend, you. Senator Stevens and Senator Inouve, for your efforts to 
bring me various interests together to develop a consensus pro- 
posal. In addition, I would like to take this opportunity to thank 
your staff and the staff of the committee for all the time and work 
put into this eflFort. I know it was a great deal of time and effort, 
and we appreciate beine included in tne process and we hope that 
our input has been helptul to you. 

There is no doubt that over the past few years regions of our 
country have experienced some of the worst natural disasters in re- 
corded history. The Federal Government, States, taxpavers, insur- 
ers and consumers have spent billions of dollars to help disaster- 
stricken areas rebuild. 

Insurers have responded to their record losses by limiting cov- 
erage or sales in some areas hit by large hurricanes and earth- 
quakes. States hardest hit have responded to insurance industry 
actions by limiting insurers' liability through caps and higher 
deductibles. For example, in California, the California Department 
of Insurance estimates tnat the change they made to earthquake 
insurance policies to a 15 percent deductible from 5 and 10 percent 
deductibles would have reduced insurer losses by 32 percent. 

Of course, these losses are now going to be shifted onto either the 
Federal Government or consumers, but that is a limitation on in- 
surer liability. Despite these changes in some of the afTected areas 
insurers continue to limit their coverage or stop sales of disaster 
insurance. 

Consumers Union and Consumer Federation of America are ex- 
tremely sensitive to the need for Confess to respond to these dis- 
asters. We believe any legislation dealing with disasters must pro- 
vide strong" mitigation measures aimed at reducing the cost of dis- 
asters in the ftiture. Any legislation involving disaster insurance 
also must provide assurance that consumers will have access to 
adequate and affordable insurance coverage. 

Unfortunately, while S. 1043 does provide various protections to 
the insurance industry ^ould a ma^or disaster strike, the bill does 
little to reduce the potential cost of disasters or protect consumers 
and taxpayers from those costs. 
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As vou know, our organizations have long advocated for in-depth 
and thorouc^ sta^y of many of the factors affecting disaster assist- 
ance—how to reduce the cost of disasters and how to fund for them. 
I know Mr. Clark said that he believes the issue has been studied 
to death, but I must tell you I have been trying to find out a num- 
ber of different data and information. I have found it particular^ 
difficult and I think there is a need for studies. Many people in the 
insurance industry as well as regulators also believe that further 
stu4y is needed about disaster insurance in particular and how 
best the insurance mechanism can be used to pre-fund disaster 
costs and provide incentives to prevent losses can be adiieved. 

While there may be a need for a Federal disaster insurance pro- 
gram, we believe that until further study is done on the industiy^s 
capacity, the effects of catastrophes on the industiy, and alter- 
natives for funding, we fear the consequences to the Federal Gov- 
ernment, consumers and the private market, especidily if there are 
no assurances that adequate insurance coverage will be available, 
when assistance is provided in this fashion to the industrv. 

We are pleased py and support the inclusion in tlie bill of two 
studies that are very much needed — ^the study of tax-exempt re- 
serves and the study on the availabiUty and anordability of catas- 
trophe insurance. We think tax exempting reserves, if done prop- 
erly, could provide a private market solution through building up 
funds pre-disaster and relieving the post-catastrophe shock to in- 
dustry reserves. 

In addition, tax-exempt funds could be a good way for States, re- 
gions, and the Federal Government to buildup pre-disaster funds. 

With regard to m^jor provisions in the bill, we would just l&e 
to highlight three concerns. First, while we believe there is a role 
for a national commission on catastrophe risks and loss costs, we 
are extremely concerned about the effect of the current structure 
on the ability of States to determine how best to spread risks <rf 
disasters. A national commission to develop loss costs that will be 
used for rate filii^ by the industry is placing too much authority 
in an entity that does not have authority over the industry. 

Such a structure may preclude debate over conflicting estimates 
based on different predictions about future catastrophes. We sug- 
gest redefining the role of the commission to provide standards and 
guidelines for catastrophe models to help States assess and deter- 
mine rates. In addition, the commission could play a much-neected 
role as a national clearinghouse for information about losses and 
factors affecting them. 

Our second concern is about the excess-of-loss contracts. 

We believe the concept and structure needs further examination, 
especially if there are no assurances of increased availability for 
consumers. The $25 billion triggger mav be too low. The private 
market, with over $235 billion in surplus, should be used to the 
greatest extent possible before Federal assistance is provided. 

In a recent stu^y* the Insurance Services Office ccmcluded that 
expected annual losses from a range of earthquakes and hurricanes 
are not likely to have si|n^ificant impact on most insurance compa- 
nies. Loddng at compames and ihe effects of disasters on their sur- 
plus will help assess at what level the industry can absorb losses. 
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Third, the private disaster insurance corporation, by providing 
full exemption from any antitrust laws, such as boycotting and co- 
ercion activities, could be used as an extremely anticompetitive 
force in the market. There is no definition of the private market 
in the bill, and nothing to preclude the industry from deciding, as 
they have in other areas, to stop writing certain kinds or levels of 
insurance. 

They could use the corporation as a vehicle to do that, and be 
free from not only antitrust liability but as a reinsurer, which typi- 
cally is not regulated very much by the States, it would also be free 
from any meaningful regulation at the State or Federal level. 

We have suggested tnat this section be deleted because of these 
concerns, and tne possibilitv that this private corporation will be 
used to move risks into a free-from-antitrust liability corporation 
which could have significant anticompetitive effects on the market. 

In closing, we want to thank you again for inviting us to partici- 
pate in this important process, and we hope that we can provide 
any assistance or comments that you would like in the future. 
Thank you very much. 

[The prepared statement of Ms. Griffin follows:] 
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Consumers Union,' publisher of Consumer Reports magazine, appreciates the opportunity to 
testify on S. 1043 and issues related to disaster assistance and insurance. We are testifying 
today also on behalf of Consumer Federation of America.^ Our organizations have worked to 
promote the interests of the public on pocketbook issues, including issues associated with 
insurance. 

Over the past few years, various parts of this country have been hard-hit by some of the largest 
disasters in our nation's history. The federal government, states, taxpayers, insurers and 
consumers have spent billions of dollars to rebuild these areas. After the Northridge earthquake 
in California and Hurricane Andrew in Florida, insurers moved to limit their exposure and losses 
through measures to cap their liability and by restricting the sale of disaster insurance or simply 
refusing to sell homeowners policies at all in affected areas. 

We understand the need for Congress to respond to the devastating impacts of earthquake and 
hurricane disasters. We applaud Senator Stevens and members of the Committee for their diligent 
work on this issue. We believe that any legislation dealing with disaster assistance and insurance 
must include strong mitigation measures to reduce the costs of disasters. We also believe any 
disaster insurance bill should include assurances that consumers will have access to adequate and 
affordable insurance coverage. Unformnately, S. 1043 does not ensure these goals are met. The 
legislation does not provide an appropriate balance between consumer/taxpayer and insurance 
industry interests. For these reasons. Consumers Union and Consumer Federation of America 
must oppose tnis legislation. 

We appreciate the efforts of Senator Stevens and his staff in working with a variety of interested 
groups to develop the current draft of S. 1043. We especially appreciate the recent inclusion in 
the bill of a study on availability and affordability of catastrophe insurance. It is a difficult and 
complex task to develop measures to reduce the costs of disasters while also addressing concerns 
about the insurance industry's capacity to provide adequate and affordable catastrophe insurance. 

We would urge, as we have in the past, that further smdy and analysis be conducted before the 
federal government provides assistance to the insurance industry. We fear that without a full 
review of the issues and alternatives. Congress will approve disaster insurance legislation that will 
expose the federal treasury and taxpayers to billions of dollars of liabilities. And, while faced 
with increased taxpayer liability, consumers may still lack access to affordable and adequate 
disaster insurance. 



* Consumers Union is a nonprofit membership organization chartered in 1936 under the laws of the State of New Yoiic 
to provide consumers with information, education and counsel about goods, services, health, and personal fmance: and to 
initiate and cooperate with individual and group efforts to mainuin and enhance the quality of life for consumers. 
Consumers Union's income is solely derived from the sale of Consumer Reports, its other publications and from 
noncommercial contributions, grants and fees. In addition to reports on Consumers Union's own product testing. Consumer 
Reports, with approximately S million paid circulation, regularly carries anides on health, product safety, marketplace 
economics and legislative, judicial and regulatory actions which affect consumer welfare. Consumers Union's publications 
carry no advertising and receive no commercial suppon. 

^ Consumer Federation of America is a nonprofit consumer advocacy organization representing more than 2S0 
local, sute and national consumer groups with a combined membership of more than SO million Americans. 



Digitized by 



Google 



72 



MAJCMt CONCERNS WTTH S. 1043 

Nccdto EnB« AniUbOity of Affequie and Affordable Disaster Insinnce to Consunen: S. 

1043 does not provide assunmces that disaster insurance will be available and affordable for those 
who need it. While the proposal does assist the industry in managing the funding of their risks, 
there is no requirement that insurance companies engage in underwriting the risks. We understand 
that proponents of the proposal acknowledge that it will not solve all the problems, but from the 
consumers' perspective, we believe any assistance provided to the industry should be accompanied 
.by a requirement for the industry to provide insurance to adequately cover disaster risks in 
affected areas. The bill should direct the appropriate Federal entity to develop standards for such 
insurance or direct the states to adopt such standards. Insurers should not be permitted to use the 
excess-of-loss contracts and the loss cost estimates until the standards are in place at the federal 
level or the states have adopted such standards. 

Need for FMIier Study: We support the inclusion in the bill of studies on tax exempt reserves 
(see below) and the availability and affordability of catastrophe insurance. As we stated 
previously, however, we believe further studies are needed, including: 

• An analysis of alternative proposals, including a national fimd, for providing funding for 
disasters and ensuring the private insurance market has the capacity to provide adequate 
protection for consumers. 

• An analysis on the nature and scope of disasters and the most effective mechanisms for 
managing and distributing losses fh)m catastrophic disasters, including mitigation proposals 
and how best to ensure their implementation. 

• An objective independent review of the causes and distribution of losses from the 
earthquake, hurricanes and other disasters, including the effect of these disasters on the 
primary insurance market and the capacity of the current market to provide for future 
disasters. 

• A detailed study of the reinsurance market and the effects of various catastrophes on it to 
determine whether there is a need for the federal government to provide reinsurance to the 
private market and, if so, at what level. 

MHigalkMi Provisions SlMNdd be Strengthened: The best way to address costs associated with 
disasters is to prevent or minimize them. Compliance with and enforcement of adequate buildiiig 
codes are measures proven to minimize damage from natural hazards. While we believe that 
mitigation is of utmost importance, we believe the bill falls short of providing the Icind of 
mitigation program that is needed to move this country away from merely fimding disaster costs 
to a mode of loss prevention and mitigation. Any federal legislation addressing disaster relief and 
assistance should include strong mitigation measures that involve all interested parties, including 
the insurance industry. 

• States Need to Enaa and Enforce Strong Mitigation Measures: We understand the 
concerns of states and localities about the problems with implementing and complying with 
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building codes in all areas. Since the Federal government provides disaster assistance, 
however, we believe it should, at a minimum, require states to adopt adequate building 
codes and implement other mitigation measures. Unfortunately, the bill does not even 
require states to adopt and comply with adequate building codes. 

• Priorities for Uses of Mitigation Fund: If the purpose of the mitigation fund is to reduce 

the costs to the Federal government of disasters and promote mitigation efforts, then the 
uses of the fund should be prioritized to achieve the most cost-effective mitigation. We 
are concerned that the funds will be used for activities that would either otherwise be 
funded by the states or that do not maximize the mitigation potential of the funds. In 
addition, the formukis for payout do not take into account prioritization of mitigation 
needs. 

We suggest that rather than specifying uses, the bill should include a system to determine 
how to prioritize the use of the funds to achieve the greatest level of mitigation. The 
formula for payout should be tied to those activities or areas that have been identified as 
priorities. And, regardless of how the funds are paid out, there should be a mechanism 
to assess how effective the funded activities are at reducing disaster costs. 

The Role of the National Commission on Catastrophe Risk and Insurance Loss Costs Should be 
Redefined: The bill establishes a Commission housed in the Department of Treasury and made 
up of individuals from the private and public sectors to develop estimates of loss costs, or the 
amount needed to provide for future losses. The loss costs comprise a major portion of the rates 
charged by insurers. Currently, states have authority over rate regulation. Under the bill, 
companies can choose whether to cite these estimates in their rate filings but states would have 
to consider them authoritative if companies used them. 

While a national entity to study and provide information about loss costs may be worthwhile, we 
are extremely concerned about bifurcating the ratemaking process between a federal entity that 
has no authority over the industry and the states, which would be limited in their ability to contest 
the estimates. If the Federal government is directly or indirectly involved in rate setting, the 
Federal government should regulate the industry and federal antitrust laws should apply to the 
industry. But since ratemaking currently occurs at the state level, we are concerned that the 
states' ability to make policy decisions about how disaster risks should be spread and funded will 
be limited by this legislation. 

In addition, we are concerned about the effects on competition from the use of one entity for 
predicting fiiture losses. We have long been opposed to insurers joining together to predict future 
losses. Even though the Commission is not an insurance organization, we are still concerned that 
by allowing the industry to use projected future loss cost estimates developed by one entity, there 
is the potential for a collusive, anti-competitive effect. 

For the above-listed reasons, we believe it would be more appropriate and useful for the 
Commission's functions to be limited to certifying and setting standards for, through a public 
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process, catastrophe models and providing information derived from analysis of losses and factors 
affecting losses. The following are some of the other concerns about the Commission: 

• The Regulatory Authority and Status of the Commission is Unclear: While the Commission 
is housed in the Department of Treasury and will be overseen by the Department, the 
status of the Commission is unclear. It is authorized to establish rules with regard to loss 
costs but it has no authority to enforce those rules. There is no judicial review permitted 
of the loss costs developed by the Commission. Such a structure raises questions as to 
what the Commission's regulatory status is and how it will be reviewed. 

• Conferring "Trade Secret" Status on Data Submitted to Commission Precludes Access by 
Other Parties to Data: The bill specifies that information provided by insurers directly 
or through their agents is confidential and trade secret. There has been an ongoing debate 
among states, regulators, consumer advocates, and the industry for several years over the 
"trade secret" status of insurance company data. It is not clear whether and to what extent 
certain company information is proprietary or trade secret and such determination may 
depend on state laws and regulations. 

This bill would bestow, by stamte, "trade secret" status on all data provided to the 
Conmiission. We believe that data should be presumed public unless the company proves 
that it is proprietary, trade secret information. Since such data will be used by the 
Commission in determining loss costs, the data should be accessible to the public and 
others who would need such information to assess the Commission's work. 

• Commission Should Have Authority to Collea Data from Insurers: The bill provides that 
insurers can provide information to the Commission on a voluntary basis. If the 
Conunission is to perform its function as provided in the bill, it must have audiority to 
obtain data from insurers. Such data collection should be mandatory. 

• Definition of Loss Costs Allows Trending: The practice of "joint trending," the industry 
applying the same estimates of friture changes or events, e.g., inflation, to loss estimates 
is anti-competitive. The definition of "loss costs," by not excluding trending, allows the 
Conmiission to apply loss trending to the loss cost estimates. The legislation should 
exclude this factor firom the definition of loss costs. 

Federal Catastrophic Excess-of-Loss Coolract Pkogram Needs FMher Riramination: Under 
section 302, the Secretary of the Treasury is directed to auction Federal excess-of-loss contracts 
to provide insurance coverage above a certain level. Because the Federal government can borrow 
at a lower rate and enjoys the backing of the Federal treasury, the intent of this program is to 
provide affordable reinsurance coverage to the industry at a level not readily available in die 
private market. But before such a program is put in pkice, we believe further study about the 
level of capacity of the current reinsurance and insurance markets and the effect such a program 
would have on the private market is needed. Further, any program that provides assistance to die 
industry must ensure that the industry implements effixtive mitigation measures and provides 



Digitized by 



Google 



75 



adequate and affordable catastrophe insurance to consumers. 

• No Requirement that Insurers Participating make Disaster Insurance Available to 
Consumers: Although sec. 302(b) provides that qualified purchasers provide insurance in 
a state, this vague standard could be met by selling any kind of insurance to a very few 
individuals or businesses in a state. If the Federal government provides assistance to the 
industry in the form of these contracts, then the industry should be required, as a condition 
of participating in the program, to sell adequate coverage to consumers to insure those 
risks covered under the excess-oMoss contracts. 

• Potential Liability to the Federal Government with No Benefit to Taxpayers and 
Consumers: In addition to providing a potential subsidy in the rates charged to purchasers 
of the contracts, the proposal calls for borrowing from the Treasury in the event funds 
from the contracts do not cover the ckiims. Depending on the size of the catastrophe and 
at what point it occurs, there may be a huge shortfall in the fund. The amount borrowed 
may be of a size that will take years to recover, assuming there are no other large disasters 
in the meantime. While taxpayers may be on the hook under the bill, the bill provides 
little assurance that costs from disasters will be reduced or that disaster insurance will be 
available to all who need it. 

• Trigger Level Needs Further Scrutiny: The capacity of the insurance and reinsurance 
markets is an issue that needs further study. While the trigger is set at $25 billion in the 
bill, it is unclear that the private market does not have the capacity to provide for losses 
in excess of this amount. In fact, in its report issued in March of last year, the Senate 
Task Force on Funding Disaster Relief noted that insurers claim that they are unable to 
prepare adequately for catastrophic losses exceeding $40 billion a year.^ In addition, in 
order to maximize the use of all resources, we believe any trigger should be based on 
actual net loss after other reinsurance is paid rather than on a prediction of losses. 

Need for Staliilorily-Established Privaie Disaster Insinnce Coiporalion is Not Clean Section 
303 of the bill provides for the establishment of a private disaster corporation to provide excess 
reinsurance coverage for natural disasters. The operations of the corporation would be immune 
from any liability under any state or federal antitrust laws. Since the insurance industry is already 
exempt from most antitrust laws under the McCarran-Ferguson Act, we see no reason why the 
corporation must be specifically authorized by legiskition to provide it with an even broader 
exen^tion from antitrust kiws. For these and the following reasons, we urge that this provision 
be deleted: 

• Potential Anti-Competitive Effects cf Corporation: The bill provides that the corporation 
provide reinsurance for any amounts that exceed the amounts available in the private 
market but provides no definition of the private market. Depending on how the "private 



^ Repoit of the Biputisan Task Force oo Funding Dbasier Relief. United Stales Senate (Doc. No. 104-4). March 
1993. p. 36. 
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market" is defined, the corporation could sell insurance coverage at a level that is already 
provided by the current market. The corporation's antitrust immunity would allow it to 
unfairly compete in that market. 

• Overly Broad Immunity from Antitrust Laws: Under the McCarran-Ferguson Act the 
insurance industry is exempt from all federal antitrust prohibitions except boycotting* 
intimidation and coercion. Under the bill, in addition to being able to fix prices uid carve 
out territories, the corporation would be free to coerce, boycott and intimidate. We see 
no reason why the industry needs this overly broad exemption. 

• Potential Access to the Federal Treasury: The stated intent of this provision is to estaUish 
a private corporation. We are concerned, however, that if rates are not sufficient and the 
corporation is unable to pay on the contracts, those holding contracts will sedc 
reimbursement from the Federal government. In section 303(bK2), the entity is directed 
to provide reinsurance for any amounts that "exceed the amount of reinsurance available 
in the private market." This language could be interpreted to mean that the inamince 
entity created is not entirely private, but in fact public. The intent that this corporation 
is to have no rekitionship or backing from the Federal government should be spelled out. 

Studly of Tax lYeatmeol of Calastiopfak Reserves Shoidd In^ 

the study of the tax treatment of insurer reserves, any tax exemption given to catastrophic reserves 
should be done in very a limited and restricted way. In addition, the study should not be limited 
to private insurer reserve funds but should also assess the ability of the federal or stale 
governments to build such reserves. We suggest the following additional fectors: 

• Methods to "wall-ofT or protect reserves against being used for other than catastrophe 
costs, e.g., paying for other losses or non-loss uses such as providing dividends to 
stockholders. 

• Methods to maximize the use of the funds for catastrophes and not adversely affect the 
surplus needed to pay for other types of losses. Limits should be placed on the amoont 
of reserves that can be built up to avoid indefinite and excessive reserving. 

• Feasibility of using a portion of the build-up from the tax-exempt reserves to fund 
mitigation efforts. 

The recent disasters, their scope and associated costs, have raised concerns about the alnlity of 
the government and the insurance industry to provide disaster assistance to disaster-prone areas. 
They have also generated needed discussion and debate over how best to provikle disaster 
assistance. But fashioning solutions that ensure mitigation and provide assurances that adequate 
and affordable insurance will be available to all who need it is not an easy task. We look forward 
to continuing to work to ensure that any solutions at the federal level ensure these goals are met 
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Senator Stevens. Thank you. Have you prepared a bill that you 
woidd support? 

Ms. Griffin. We supported the bill in California, the 15 percent 
deductible, and, to be perfectW frank, we are concerned because we 
did support that despite the fact that it really increases consumers' 
liability tremendously. 

Senator Stevens. I mean nationally. Have you supported any bill 
to deal with this issue nationally? 

Ms. Griffin. Not on the insurance side, but that certainly does 
not mean we would not. We believe that there definitely could be 
a need for a Federal bill. It depends on how it is structured. We 
are just concerned about moving forward in this way. To be quite 
frank, if the industry is provided this assistance, then the industry 
will have less incentive to provide some of the mitigation and avail- 
ability activities that we think are necessary. 

Senator Stevens. Unless we find some way to have private in- 
surance coverage expanded, you believe that consumers are well 
served without insurance? 

Ms. Griffin. No. Actually, we have made suggestions. Senator 
Stevens, in this bill for ways to ensure that those companies who 
participate in either the national loss cost commission or the ex- 
cess-of-loss contracts would have to provide a certain level of insur- 
ance coverage. We think that that could be done through the Fed- 
eral Government by setting standards or through the States. 

The States are perfectly capable to perform this task, as I am 
sure the gentleman from Florida can attest, because they have 
been going through this and looking at deductibles, looking at var- 
ious levels of coverage that are needed. We think there could be a 
hook to ensure that consumers 

Senator Stevens. Do you think that the States can handle this 
problem without any Federal legislation? 

Ms. Griffin. I tlunk that that is the question and the question 
is at what level the States may need assistance. 

Senator Stevens. But I am sajang can the States handle the in- 
surance side of this without our intervention? Should we just rely 
on continued increased appropriations of funds to meet the losses 
that are not covered }yy insurance and keep the burden solely on 
the Federal taxpayer? That is where it is now. The Federal tax- 
payer pays completely the costs that are uninsured within our Fed- 
eral system. FEMA, all the other things that we do, things that are 
not available to the private sector, Tike Red Cross, or available 
through insurance are paid by the Federal Government. 

Do you agree with that? 

Ms. Griftin. I agree that there is a substential amount of money 
that the Federal Government pays for losses, but how those losses 
and those payments interact witih insurance to me is a different sit- 
uation. 

We have been unable to determine at what level insurance cov- 
erage is needed to affect those taxpayer losses and, quite frankly, 
I think that is a huge issue that really needs to be neured out — 
at what point we can save the tamayers' dollars through the mech- 
anism of insurance. But currently insurance and the amount of 
money that is paid by taxpayers, what the Federal Government 
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pavs out, do not overlap because of the limits on grants to individ- 
uals and loans. 

Senator Stevens. I think you should take a look at the budget 
of the States. It presumes a decrease in the cost to the taxpayers 
of disasters in the coming years. 

Senator do you have any questions? 

Senator Inouye. I would just like to ask all of the members of 
the panel, do you believe that the measure we have before us is an 
improvement over the present situation. 

Mr. Ol^ElLX.. Senator, I will start. We certainly do, from the fire 
service interests tiiat I represent in code enforcement, adoption and 
enforcement. I mig^t add that without the insurance program and 
the proceeds of the mitigation fund we see very little help going 
down to the local level to State and local governments who are re- 
sponsible for adopting codes, enforcing codes. 

We believe in the long term, as I mentioned in my earlier state- 
ment, mitigation efforts such as we have done in urban cities for 
conflagrations can work and certainly will work in national disas- 
ter loss reductions. 

I tihink that the other witnesses reflected on some numbers that 
occurred as a result of the hurricanes and, if codes had been adopt- 
ed and enforced adequately I think the number was 30 percent re- 
duction in the losses in Florida in that number. That gets to be 
some pretty big numbers. That happened to be Hurricane Andrew. 

Mr. ScHULTE. Senator, the bill would help the States fi^re out 
how to respond to their individual problems, yes, but creating addi- 
tional capacity, by giving the States a reality check in their rate- 
making process. If the tax study proves to support favorable tax 
treatment for catastrophic reserves, it gives the States the ability 
to look at insurance companies and mandate particular levels of re- 
serves. 

The bill definitely should help the States. 

Mr. Clark. Senator, it is a tremendous improvement over the 
present situation, which is getting worse and not better. There are 
millions of people in California, homeowners and households — 
every house represents about 2.6 people — ^who do not have insur- 
ance, and that number is growing. It is even difficult for them to 
get homeowner's insurance because of a coupling provision in the 
State of California. 

The State of California has tried to solve this problem over the 
last 6 years and has failed, and the recent attempt has failed also. 
There are reasons why it has, but I will not go into it. 

The State of Florida, one of the other densely population States, 
I think between the two they only represent about 20 percent of 
the population of this country, although deferring to my colleague 
firom Florida, they have extraordinary problems if they nad a Der- 
tha heading west at Miami. They have to be congratuiated in try- 
ingto solve the problem. 

The drain on the taxpayer, which both Senators have alluded to 
and I have in my statement, is extraordinary. The basic question 
is, do we want to continue to put our citizens in harm's way and 
do nothing about it and then come in and try to rebuild our neigh- 
borhoods and homes with tax dollars and insufficient, inefficient 
tax dollars. 
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You are on the Appropriations Committee. You know more than 
I do about the subject matter. Could we do it if we had a $80 bil- 
lion loss in California, which is real, or a $50 billion hurricane hit- 
tine New York or Miami? Where would we get the money to re- 
build those communities if they are not insured. I am just talking 
residential. We did not talk about infrastructure or other costs 
which are really the greatest cost of disasters. 

All that money comes, most of it, from the Federal Government. 
FEMA just 2 montlis ago gave a check to three hospitals in Los An- 
geles representing BMut $100 million. That is a substantial 
amount of mone^. lliat is all Federal taxpayers' money. That is 
three small hospitals in Los Angeles. 

I guess my question is, when Northridge hit, we, the taxpayers, 
rebuilt the Santa Monica freeway in 3 months, and 2 ^ears later 
we still have residential neighborhoods that are not bemg rebuilt. 
If we can react sufficiently to those problems, why can't we devise 
a way to address the real problems, which are also social. This bill 
does that, and it is the only bill I know of, unless I have missed 
something, that is on the table. 

So we have to work with it So I would say it is a tremendous 
improvement. It is the only improvement out tnere. 

Ms. Grifpin. From the consumer's perspective, we would agree 
that consumers should be purdiasine^ insurance and should be in- 
suring for disaster losses. We think that is important. We think ev- 
eryone should share in the burden. 

But unless this bill requires or has some mechanism to provide 
insurance to consumers, then we do not see it as an improvement. 
We are concerned because the insurance industry will be able to 
shift some of their otiier capacity possibly over onto the Federal ex- 
cess-of-loss contracts, not residtmg in a net gain of capacity. 

So even if there was the idea of a trickle-down effect to consum- 
ers, we are just concerned that that is not assured, and we think 
there should be some way to ensure that there is going to be in- 
creased capacity and that there is going to be insurance for con- 
sumers. We are sorry, but until that is provided, we do not see it 
as an improvement. 

Mr. Clark. May I point out. Senator, that there is no insurance 
available to most people in California, very little? There is very lit- 
tle insurance available to people in Florida. So where do they go 
to get the insurance? That is our concern. 

Ms. Griffin. That is precisely our concern. We have not seen, de- 
spite supporting changes in California and seeing what Florida has 
done, tiie market, despite limiting so much of its liability, respond 
by providing more insurance. So uiat is a k^ concern, actually. 

Senator mouYE. One of the migor criticisms of the old bill was 
that it was a Federal bailout of tiie insurance industry. Do any of 
you believe that this bill is a bailout of the industiy? 

Mr. Clark. I do not believe it is a bailout I tnink it helps the 
insurance industry, but you cannot have insurance without an in- 
surance industry, and uiat is where we are at now in certain 
Stetes in this country. So because it helps the insurance industry 
does not mean we are against it 

Does it help them too much? I do not think so. I think there are 
plenty of protections in it If you are worried about antitrust, it 
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does not relegate either the Federal Government's or the State gov- 
ernment's ability to go after antitrust, if that is the case. 

Senator Inouye. Thank you very much, Mr. Chairman. I think 
I am ready to move ahead. 

Senator Stevens. I look forward to working with you. I like your 
idea that we ought to move it ahead if we can, to set it to con- 
ference. Perhaps we midit then reach a level of dealing with the 
Administration that womd be meaningful. We will try our best. 

We do have other statements and 1 hope that you all will agree 
to respond to some questions that other Senators have asked us to 
present to you in their absence. We are on the reconciliation bill 
on the floor and several of them are there, and I would ask that 
those questions be delivered to the staff by tomorrow and we will 
submit them to you as rapidly as possible. 

We will still seek a markup of the bill, but it remains to be seen 
how we can handle this bill in view of the fact that it has got some 
provisions in it that. Senator, I reluctantly accepted. But I accepted 
them on the basis I thought we had the Administration's support 
if we did. 

So we may have to go back to the drawing board to see how to 
work this out so we can get the incentives we need to ensure that 
there is a greater private support for the catastrophic expenses 
that may come from migor national disasters, particularly when 
more than one occurs in the same year. That is the fear that is 
there, and I happen to believe that it is real. 

I will not ever forget, as I have said to several people, reading 
fiboui the fact that the bells rang in Boston when the Madrid faidt 
earthquake took place before the turn of the century. We have not 
heard the bells ring in Boston from an earthquake in this part of 
the country in a long time. 

But people think of California as being the most earthquake- 
prone portion of the United States. They are wrong. It is the Mis- 
sissippi Valley. One of these days we are going to learn that, to our 
sadness, if we are not prepared for it. We are not prepared to bear 
both the costs of homeowner repair, of infrastructure repair, of loss 
of economic opportunity that comes firom a major national disaster 
of that type at the present time. 

All of the laws we have now that deal with this subject were en- 
acted after the 1964 earthquake that took place in Alaska, and we 
have a vivid reminder of what we had to bear without the assist- 
ance that is available now. I would hate to see that same thing 
take place on such a migor scale that the country would have to 
declare that we could not fulfill the obligations under existing law. 
In my opinion, we could not fulfill the obligations under existing 
law in the event of two migor national disasters of the size of Hur- 
ricane Andrew in this country in the same vear. 

I thank you very much. Senator. We will proceed as much as we 
can. The record will be open for only 5 days. We want to try to get 
this to markup next week. We would appreciate responses as 
quickly as we can get them. We will fax yon your questions, tf you 
will give us your fax numbers, but we will ask the chairman if^we 
can proceed with the markup as scheduled, I think next week. 

[Whereupon, at 4:03 p.m., the committee a4joumed.] 
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Other Material Submitted for the Hearing Record 



Questions Asked by Senator Pressler and Answers Thereto by Lawrence H. 
Summers, Deputy Secretary, Department of the Treasury 

Question 1, I understand the Administration has some difficulties with Senator 
Stevens' biU. Does the Administration believe we need legislation to address how 
this country handles natural disasters, or is the Administration's position that the 
status quo is acceptable? 

Answer. 

The status quo is not acceptable. We need to improve the manner in which we 
address catastrophic natural disasters. As you know, the federal government has 
been paying an increasingly large amount for natural disaster reooveiy. Since 1989, 
we have expended almost |34 billion for emergency assistance and rebuilding after 
major disasters. Catastrophic disasters impact all of us, causing economic distor- 
tions and hi^ social costs. As started throu^ the process undertaken by Senator 
Stevens, we need to continue to work closely with states and localities, me insur- 
ance industry, consumer groups, and other affected parties in developing effective 
strategies. Solutions to these problems may be from one or more efforts Uiat are ad- 
ministrative or legislative, and that involve the federal, state, or local governments, 
conmiunities or the private sector. 

Question 2, Eveiyone acknowledges the importance of mitigation. One of the more 
immediately effective mitigation eliorts would be the retrofitting of homes to make 
them more able to withstand a natural disaster. Perhaps, by bolting homes to the 
foundation in earthquake prone areas or by installing hurricane resistant shutters 
where hurricanes are common. Do you have any thou^ts on how best to accomplish 
such retrofitting? 

Answer. 

Over the last year, the Federal Emergency Management Aaency has Been con- 
ducting roundtable discussions with insurance companies, puolic interest groups, 
construction groups and experts, natural hazards experts, and the financial sector 
on the method or best implement natural hazards risk reduction in partnerships. 

FEMA believes that numerous worthwhile susgestions have resulted from these 
sessions on mitigation actions for single family homes. Some of the better sugges- 
tions revolve around a partnership of the structural engineering, the insurance and 
the financial sectors to provide ttie expertise, incentives and resources for home- 
owners to undertake effective mitisation measures. 

There are also valuable (and pemaps geographicaUy transferable) initiatives being 
developed and implemented at the local government level. As an example, the Los 
Anfleles Community Redevelopment Agency has been pursuing a joint venture with 
Wells Fargo in which the Agency would make available low interest loans, up to 
$10,000, to residents to retrofit their homes to resist earthquakes. \¥eUs Fargo 
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would administer or manage the loans. Hie Administration will continue to follow 
these developments. 

Questions Asked by Senator Gorton and Answers Thereto by Lawrence H. 
SuBoiERS, Deputy Secretary, Department of the Treasury 

Question 1, You stress the importance of mitigation efforts because it is the onlv 
way to reduce the total cost of catastrophic natural disasters. You criticize this bill 
be<»use you believe its mitigation components are inadequate yet you do not indi- 
cate what would provide adequate mitigation. Could you outline the essential policy 
components of an effective mitigation program? 

Answer. 

Pre-disaster mitigation efforts are indeed the most effective strategy for reducing 
the societal and economic costs that occur in the aftermath of a catastrophic natural 
disaster. 

Successful mitigation requires that states and communities invest in their critical 
infrastructure to oetter withstand natural disasters. There are questions on where 
resources can be found, at the local and state level, as well as the federal level, for 
mitigation efforts. Alonff with the policy issue of greater levels of investment, miti- 
gation planning should be coordinated better, to ensure that existing efforts are not 
duplicated. 

As you may know. Director James Lee Witt at the Federal Emergency Manage- 
ment Agen^ has been working on mitigation issues for the past several years. 
FEMA has initiated a 'Voundtable" process to address mitigation of the non-govern- 
mental costs of disasters. A number of these sessions have already been conducted 
with insurance companies and public interest groups. Director Witt is committed to 
working with the roundtable groups in defining non-legislative or legislative solu- 
tions to the mitigation question. 

Question 2. You indicate the Treasury Department supports the concept of federal 
exoess-of-loss contracts. I guess this is to be expected since it was the Treasuiy De- 
partment which proposed this mechanism. You nevertheless indicate more study is 
required before utilizing this approach. Is the Treasuiy Department planning to un- 
dertake this study? If so, when would you estimate the examination of this issue 
will be complete? 

Answer. 

Hie pricing and sale of exoess-of-loss contracts will be a significant endeavor and 
one that should be carefully developed. When creating new financial instruments 
that do not have a track record, it is in the best interest of taxpayers for the Treas- 
uiy to proceed on a careful, deliberate basis. I have directed senior Treasuiy officiab 
to engage in a similar process with the exoess-of-loss contracts. Over the next few 
months we will continue to meet with insurance and finance industry members and 
seek their input. I feel comfortable that prior to the end of the year we will have 
an even more refined proposal. 
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Testimony of Senator Dale Bumpers 

Senate Commerce, Science and Transportation Committee 

July 18. 1996 

S. 1043 

The Natural Disaster Protection and Insurance Act of 1996 



The Natural Disaster Protection and Insurance Act of 1996 should do much more 
than establish a National Commission on Catastrophic Excess-of-Loss Contracts, a 
Private Disaster Insurance Corporation, and conduct related studies. This Act should 
also: 

1 . Provide catastrophic insurance coverage to homeowners and small 
businesses at reasonable rates; 

2. Protect the United States Treasury from the enormous deficits that would 
be created by a series of catastrophic natural disasters; and 

3. Establish a sizable natural disaster damage prevention and post disaster 
mitigation fund. ^ 

The President would probably veto a bill that does not fulfill these objectives. 

Reducing risks of loss of life, injury and property damage should be one of the 
principal objectives of this legislation. Damage prevention and reduction helps reduce 
the number of victims, property loss, environmental damage, and disruption of the 
economy. Damage prevention and reduction should be viewed as the means to 
decrease demands for disaster response resources. Damage prevention reduces the 
principle causes of injuries and deaths, enables a quicker lifesaving response, and 
reduces the societal impacts of natural disasters. 

Numerous cost-efVective technok>gies exist that can substantially reduce the 
damage caused by natural disasters. However, many of these technologies have not 
been depbyed due to a lack of potential benefk^iary and end-user knowledge. The 
Centers for Protection Against Natural Disasters woukJ ensure the rapkJ and 
wklespread depbyment of established technok>gies whbh will, in turn, signifrcantly 
reduce the damage caused by natural disasters and greatly reduce mitigatbn costs 
incunred by ttie federal government, states. kx»l communities, private sector insurance 
companies, and uninsured IndivkJuals. 

The Centers for Protectkm Against Natural Disasters shouM be authorized and 
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funded at an annual level. Funding should be derived from insurance industry 
contributions utilizing whatever mechanism is established to fund catastrophic excess- 
of-loss payouts. The cost-effectiveness of the Centers for Protection Against Natural 
Disasters will be measured by well-documented real and projected natural disaster 
damage reductions directly attributable to its activities. A reduction In the damage 
caused by natural disasters of between 10% and 20% will result in significant savings, 
and greater reductions can be achieved by an aggressive deployment policy. Based on 
a realistic estimate of annual natural disaster damage costs of between $20 billion and 
$30 billion and a 10% to 20% reduction in these costs based on technology deployment 
activities, the annual cost savings to the federal government and insurers alone would 
range from $2 to $6 billion. Thus, the cost of creating and operation Centers for 
Protection Against Natural Disasters, based on a $75 million annual budget, would be 
1 .25% to 3.75% of the annual cost savings based on these conservative estimates. In 
addition, creating and operating the Centers for Protection Against Natural Disasters 
would result in saving many lives. 
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V 



N/moNAL Taxpayers Union 



Statement of 

David L. Keating 
Executive Vice President 
National Taxpayers Union 

on the 

Natural Disaster Protection and Insurance Act of 1996 

submitted to the 

Conunittee on Commerce, Science and Transportation 
U.S. Senate 

July 18, 1996 



On behalf of the 300,000-niember National Taxpayers Union, I am pleased to take 
this opportunity to present our views on the Natural Disaster Protection and Insurance Act 
of 1996. 

We have appreciated the opportunity to work with Senator Ted Stevens, his staff 
and Conmiittee staff over the last few nnonths in an attempt to develop a consensus among 
a number of associations in this important area of public policy. While we believe the 
current draft of the legislation has removed many of the flaws contained in the original bill, 
there are still a number of provisions in the legislation that are either unclear or pose a 
substantial risk of massive taxpayer losses. We would have to strongly oppose passage of 
the legislation in its current form since it would greatly increase the risk of taxpayer losses. 

As introduced, the legislation (S. 1043) would have established a federally- 
chartered private corporation with access to federal loons. This corporation, which would 
have been known as the Natural Disaster Insurance Corporation (NDIC), would have sold 
natural disaster insurance policies using its insurance company members as service 
providers. Fortunately, this concept has been discarded. As outlined in my testimony to 
this Committee last fall, the NDIC would have created many disincentives for the 
insurance industry to properiy assume risks in a disciplined fashion at the right price. It 
would have done nothing to encourage insurance companies to manage their disaster 
insurance risks well and it would have rewarded companies that have been the least 
disciplined and the least professional in their accumulation of risks. 

EXCESS-OF-LOSS CONTRACTS. 

The insurance portion of S. 1043 would be replaced by a new proposal to authorize 
a federal government auction of excess-of-loss contracts. WtUle such contracts can be 
designed in a budget-neutral fashion, the current draft of the legislation to authorize such 
contracts would hkely lead to taxpayer losses, competition- with the private sector, and 
distortions in the reinsurance markets. 

In a paper by Christopher M. Lewis entitled *The Role of Govenmient Contracts in 
Discretionary Reinsurance Markets for Natural Disasters,** he explains how to design a 
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fiscally-sound program for federal excess-of-loss reinsurance. He writes that "Otdy 
federal reinsurance proposals that provide coverage based on industry losses, offer capacity 
at levels above what is being provided in the private market, are capped and fully-funded, 
and are market neutral are worthy of consideration.*" 

Unfortunately, the bill as currendy drafted does not meet these key tests. As 
cunendy written, it would prevent a private market from emerging at the levels of capacity 
contemplated in this bill. Furthermore, the current design is likely to lead to far fewer 
federal receipts for the program, which could result in significant taxpayer losses. 

Under the contracts, which would be sold each year, the federal government would 
be liable for up to S2S billion {Si disaster. If all contracts were sold, total receipts of 
approximately SSOO million are likely. These numbers are difficult to understand. Would 
you risk up to 525,000 of your personal savings each year in return for a payment of $500? 
Or risk $250 annually for $5? That is essentially what we are asking taxpayers to do 
through sale of these contracts. These figures imply that a disaster causing large contract 
payments would likely occur within fifty years. 

Before I begin my examination of the current proposal, let us review how these 
contracts would work. Here is how Mr. Lewis describes the basic operation of the 
contract: 

The objective of catastrophic excess-of-loss reinsurance is to provide per risk, per 
occurrence protection for losses (L) that exceed some trigger level (T) based on 
what the insurer can absorb. By design, once an event exceeds this trigger, the 
reinsurance pays (some fixed proportion of) disaster losses (L) usually up to some 
predetermined cap (C) on the reinsurer's exposure. Therefore, if losses are less 
than the trigger, the contract pays nothing. If losses fall in the range between the 
trigger and the cap the contract pays out L-T. If losses exceed the cap, the contract 
pays out the difference between the cap and the trigger, or C-T. Using this basic 
structure, one can specify the payout (P) of the reinsurance as follows: 

P = Max[0, Min (L-T, C-T)] (3a) 



P = Max[0. L-T] - Max[0, L-C] (3b) 

As expressed in equation 3b, the reinsurance contract is simply the difference 
between a put option and a call option written on the underlying exposure of the 
insured event, or a call spread option. While this specification is by no means 
novel, it provides a better financial framework for addressing the federal 
reinsurance role. That is. if the federal government is going to accept a contingent 
liability for a portion of disaster losses through exccss-of-loss reinsurance, the 
federal reinsurer will be best able to control this liability and fiind the reinsurance 
program by directly selling narrowly defmed contingent claims. 

Specifically, the federal government should directly write and sell contingent claims 
against the upper (capped) layers of catastrophic disaster losses on a per risk and 
per occurrence basis. These contingent claims, hereafter referred to as excess-of- 
loss (XOL) contracts, would be available for qualified insurance companies, pools, 
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and reinsurers and would cover industry losses from a disaster in the $2S-$50 
billion layer of coverage — a layer currently unavailable in the private market The 
federal government could write either a multi-peril contract or provide individual 
hurricane and earthquakeArolcano contracts. 

I have attached to my statement a copy of an excerpt of the Lewis paper which 
describes in detail how such contracts should be designed. There are significant differences 
between the legislation and the contracts as described in his paper, which is the basis of the 
Administration's proposal. In almost every case, the difference would lead to either greatly 
increased risk of taxpayer losses or make it very unlikely that private markets would ever 
displace these government contracts. 

Here are the flaws in the legislation's description of the excess-of-loss contracts that 
we have been able to identify at this time: 

Cost of CapitaL There are two problems with the cost-of-capital requirement in 
the proposal (Sect 302(fX3XB)). First, the way the provision is currently written, it would 
appear to require only a cost-of-capital adjustment that reflects the ''marginal difference" in 
the cost of borrowing between the federal government and private insurers. At a 
minimum, the cost-of-capital must also reflect not just the marginal difference, but the cost 
to the federal government to borrow moocy. 

Second, and more seriously, the cost-of-capital provision, as written, would serve 
to keep private reinsurers out of this market Private sector reinsurers typically target a rate 
of return of at least 15 percent under current market conditions. This reflects not only the 
cost of money but the risky nature of their operations. 

The cost-of-capital requirement that appears to be intended by the bill may be as 
litde as one-half the rate of return that private sector reinsurers would demand for a similar 
instrument. Such an enormous discrepancy would serve to keep the private sector from 
this market, an effect we strongly oppose. 

The cost of capital used to determine the reserve price for the contracts should be 
pegged to the current rate of return sought by reinsurers for coverage that approaches the 
$25 billion trigger level. 

Minimum Number of Contracts. Section 302(f)(4) says that *The Secretary 
shall auction annually at least 2S percent of the maximum number of contracts available." 
Such a requirement may prevent a healthy auction market from emerging for these 
contracts, and could significantly reduce federal receipts from the sale of such contracts. 
Wc Strongly bcligvc that the Treasury Department should not be required to auction a 

certain minimum number of contracts. 

Consider the following scenario. Let's assume that the maximum number of 
contracts is 1,(XX), and that die first auction offers 250 contracts. Assume further that only 
2(X) bids at or above the reserve price are submitted by qualified purchasers, leaving 50 
contracts that are not sold. 

In the following year, anyone who submitted a bid above the reserve price is 
unlikely to do so again. That is because it would appear that supply outstrips the demand. 
If legislation mandates that a certain number of contracts be offered each year, that could 
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increase the supply beyond demand, depress die price, and prevent an auction maiket from 
emei^ging. This provision would also reduce the chance that the private sector would play 
an important role in auctioning similar contracts. 

Maximum Supply Limits. We strongly believe that the Treasury Department 
should not take over the entire market for such contracts in the $25 billion to $50 billion 
range, which would be permitted by Sect 302(f)(4KC). A limitation on the number of 
contracts, say 75 percent of the maximum value, would leave room for a healthy private 
market to emerge, and hopefully, die private sector might eventually displace the federal 
excess-of-loss contracts. 

A Limited Supply of Contracts is Essential. The Lewis paper notes that "this 

program is designed to enable the private sector to 'crowd out' the federal government 

Once the market for the.se contracts is established, private companies can offer similar 
contracts in competition with the federal government." This is an essential component of 
this concept, but the draft legislation would make it virtually impossible for the private 
sector to accomplish this feat. 

We are strongly opposed to the vague guidelines contained in Section 302 (fX4)(B) 
that require the Treasury Secretary to increase the number of contracts offered each year by 
any amount as long as at least one bid comes in at above the reservation price. 

The Lewis paper recommends that the increase in the number of contracts offered 
each year should be linked to the number of contract bids received the prior "year that 
exceeded the reservation price by at least 10%." 

We fully agree that it is essential that the supply be limited. If the supply is not 
limited, the bids will be too low and a private sector market would not emerge, defeating 
one of the key points of such a proposal. 

There is a better and simpler way to ensure healthy bidding and increase the 
prospects for a private market to compete with the federal program. The legislation should 
allow the Treasury to annually offer up to the maximum number of contracts (75% of the 
maximum value as described above). However, the Treasury should announce that it will 
only accept the highest bids offered above the reservation price. For example, the Tteasuiy 
could be required to only accept the highest 50% or 75% of the bids. 

This would allow flexibility to quickly increase or decrease the number of contracts 
that are purchased, but it would always ensure that the supply is limited. After all, one 
cannot have a true auction with real bidding if the market is oversupplied. Such a rule 
would be easily enforceable on the Treasury and would protect against political 
manipulation of the auctions. 

Inflation Adjustment We strongly believe that the Treasury Secretary should be 
required to adjust the dollar amounts specified in Sect 302, subsections (e)(5) and 
(0(4)(C). The current draft makes such an inflation adjustment optional. If such an 
adjustment is not made on a regular basis, the trigger level for the contracts will be eroded 
by inflation. A lower trigger level would increase the risks to taxpayers and interfere with 
the private reinsurance markets. 
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Discretionary Inclusion. Section 302(c)(2) of the proposal says *Thc Secretary is 
authorized to include additional lines of insurance" beyond residential property losses and 
conunercial losses. Although the previous paragraph excludes worlcer*s compensation and 
liability, this discretionary clause would appear to allow the Secretaiy to include such 
insurance or other lines of insurance. This could enormously increase the potential 
exposure for the federal government under the contracts. We strongly oppose such 
discretionary power to increase the coverage under the contracts. 

Multiple Events. Section 302(e)(2) says *The Secretary may offer contracts that 
cover more than 1 natural disaster occurring during a 12-month period, on the condition 
that disasters occurring after the first event may be subject to a different threshold than the 
threshold under paragraph (5)." (The threshold in paragraph 5 is $25 billion.) 

This language needs to be clarified to ensure that the $25 billion trigger would still 
apply. For example, assume the first natural disaster event causes $20 billion of insured 
losses. This language might allow the Secretary to lower the trigger for the second disaster 
to $5 billion. It should be clear that the first and second event thresholds must be $25 
billion each. 

Additionally, we see no reason to have a lower threshold than the $25 billion 
threshold even after the first 525 billion threshold is reached. As the Lewis paper points 

out, "the federal government could offer multiple-occurrence XOL contracts The 

contracts would not aggregate losses over disasters, but would treat each event *as if it was 
covered by a separate contract. In return for the expanded coverage, the federal 
government would incorporate a higher up-fix>nt risk-based premium in the reservation 
price for the multi-XOLs to compensate for the extra coverage." 

Threshold of Coverage Determination. The contracts pay off at insured losses in 
excess of $25 billion. The contracts would describe a process for the Treasury Secretary to 
determine "that the insurance industry within the United States will . . . incur losses" in 
excess of the $25 billion (Section 302(eK5)). It is unclear what this process will be. We 
hope that it would be tied to a very clear number. 

We also strongly believe that this is an appropriate area for taxpayer standing to 
enforce these contracts. After a major disaster, there may be great pressure on the 
Secretary to err on the side of making payments under the contracts. After all, those who 
hold the contracts can be expected to bring intense political pressure for billions of dollars 
in payments. Holders of the contracts might hire public relations and lobbying fuins to 
state that payments on insurance claims could be made more quickly or completely if the 
Secretary were to make quick payments on the contracts. 

Clearly those who hold the contracts will have a court-enforceable right to force the 
Treasury Secretary to make the payments. But what would happen if the Secretaiy were to 
interpret the contracts and make payments that might not be clearly authorized? By 
contrast there is no legal recourse for taxpayers who will pay the bills - only a political 
recourse, which would likely come after the improper payments were made. 

Moral Hazard. There is a moral hazard risk to these contracts that is related to the 
threshold of coverage determination and payments made on the contracts. The contracts 
will be purchased and held by individual insurance companies. If the threshold of insured 
losses is not reached after a disaster, then no payments are made on the contracts. If the 
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threshold is reached, the amount of the payments is related to the fmding of insured losses. 
This cleariy creates some dangerous incentives. The industry as a whole will have an 
enormous incentive to declare more losses as being related to the disaster event If more 
losses are reported, then contract payments will rise by billions of dollars. If losses are 
overstated by only 10% to 20%, contract payments could increase by $S to $8 billion if all 
contracts are sold. This issue needs careftil review. 

Linking Payments to Firm Losses. Section 302(e)(4) says that **No qualified 
purchaser [of a contract] may exercise a cumulated total of contracts that exceed actual 
losses sustained by such entity.'' The intent of this provision is a good one, but it is unclear 
whether this language would prevent a purchaser from benefiting from other contracts 
purchased by. for example, one or more insurance pools that the purchaser may participate 
in. Clarifying this point with additional language would be helpful. 

Taxpayer Standing. To help avoid the possibility that regulations might be 
written that would prevent a private maiicBt finom emerging, we should allow taxpayers 
and/or reinsurers to have standing to sue to enforce the law. 

Protection for the Private Sector. As you know, the tendency for government is 
to expand and crowd out the private sector. Since one goal of the excess-of-loss contracts 
is to create a private market in this area of finance, we should explore how we can write a 
provision that would give the private sector a right to expand (and demand that the 
Treasury shrink) its sale of such contracts. 

Poiiticai Rislcs of Excess-Of-Loss Contracts. 

The comments expressed above outline our technical concerns with the bill's 
description of the contracts as defined by the ^'Administration Policy Paper on Natural 
Disaster Insurance and Related Issues*' and the Lewis paper. A discussion of these 
contracts would be incomplete without a review of the political risks inherent in these 
contracts. These political risks take two forms. First, and most important, are the political 
risks to prudent management of these contracts by the Congress, the President, and the 
Treasury Department and how payments are made. Second, and of legitimate concern by 
members of Congress, what would be the public perception of the wisdom of offering 
these contracts should a disaster hit? 

Management Risks. The legislative description of the contracts is sufficiently 
flexible ps to leave a great deal of discretion to the Treasury Secretary in designing and 
making payments on these contracts. While flexibility can be useful in designing a contract 
that would be accepted by the market, it can also be abused by a future Treasury Secretary 
who might be intent on granting back door subsidies to the insurance market in a 
misguided attempt to increa.se capacity through a hidden federal subsidy. 

A future Treasury Secretary might act politically to keep the reserve price down by 
putting pressure on the National Commission on Catastrophe Risk and Insurance Loss 
Costs (see Section 301(h)(2)) to lower its estimation of risks, his interpretation of the 
Commission's findings, or minimizing other factors used in calculating the reserve price. 
Factors that can be easily manipulated include a change of the lines of insurance covered by 
the contracts, a low estimate of aggregate national risk predicated on the Commission's 
locally-based risk estimates or a low estimate of the market rate of return targeted by 
private sector reinsurers (assuming the bill is redrafted to reflect this proposed change). 
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There may also be a great deal of pressure brought on the Secretary to over supfdy 
the market as early and for as long as possible. Please remember that the reserve price is at 
best an educated guess. We need a healthy functioning auction market to incorporate Riore 
educated guesses ~ the guesses of those who wish to buy the contracts. If the auction 
market is flooded, that information will not be collected, nor will it be reflected in the bid 
prices for the contracts. 

As noted above, there also may be enormous political pressure exerted in order to 
force the conclusion that the trigger has been reached, and that payouts should be made on 
the contracts. While certainly most secretaries of the Treasury have been deserving of our 
trust, we believe in the principle of trust, but verify. Taxpayers should be given the 
standing in court to enforce the contracts if necessary in order to help ensure that they are 
honestly followed. 

Section 302(iKl) says *The Secretary of the Treasury may borrow from the 
Treasury of the United States such funds as may be necessaiy to cover any shortfalls 
sustained by the Trust Fund.** If payments must be made on these contracts, but the 
receipts collected finom sale of the contracts are insufficient to make payments on the 
contracts, then borrowing is authorized with no limitation. It is extremely important that 
these contracts are sold above the reserve price. Anything less will greatly increase the risk 
for significant taxpayer losses. 

Public Perception of Risk. There is also political risk to members of Congress 
fixHH public perceptions of these contracts before or after a disaster. Consider the public's 
reaction if it appears that these contracts were sold with a low reserve price or without a 
prudent auction process that would under supply the market so as to ensure healthy receipts 
to the Treasury. After a disaster that would result in taxpayer losses, the public reaction 
might be intense because there could be a perception of a subsidy to the insurance business, 
the owners of the contracts. It is very important to get the technical details correct in order 
to minimize these political risks. 

Here are other political risks: 

• Members of Congress who vote for this should know that these contracts are a 
form of a derivative. There is nothing theoretically wrong with a properly-priced 
derivative. Yet the public perception of derivatives is that they are inherently risky and 
were responsible for the massive losses in California's Orange County. 

• After a disaster, those who hold contracts but don't have losses are allowed to 
sell contracts to those who do have losses. Will the public perceive windfall profits by 
contract holders who are selling at huge profits the rights to billions of dollars in fiederal 
payments after a disaster? Again, there is nothing economically wrong with this principle 
and indeed its design is necessary to ensure an increase in capacity in the reinsurance 
market. However, there was much public discontent with the law that permitted 
corporations to legally sell their tax losses in the mid-1980s - the closest political analogy 
to the resale of these contracts. 

• Even if the reserve price for the contracts is actuarially correct, the federal 
government can still lose a lot of money very soon after passage of legislation. We could 
be unlucky. The first set of contracts could be sold in a year when a major disaster would 
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cause the trigger to be reached and billions of dollars in payments to be made when receipts 
are merely in the millions. Such an event could immediately damage the fiscal reputation 
of the program. 

• After a disaster, new information might become available that would show the 
reserve price was based on incorrect information. This is to be expected. With each new 
disaster, new information is learned and incorporated into pricing decisions by the market 
That*s not to say that people won't try to use hindsight to criticize the Treasury's setting of 
a reserve price, especially if it appears that political pressure was successfully brought on 
the Treasury Department to set a low reserve price. 

The excess-of-loss contracts are an interesting and innovative idea. However, such 
contracts are both politically and economically risky, and we believe should be the subject 
of extensive examination and comment before being enacted into law. We would be 
extremely uncomfortable at the prospect of enacting such a proposal in the short time 
remaining in the current session. If done improperty, these contracts could significantly 
increase the contingent liabilities of the federal government, and it is essential that Congress 
carefully review these proposals. 

'T>RIVATE>* DISASTER INSURANCE CORPORATION. 

We remain opposed to legislation to create a '^private" Disaster Insurance 
Corporation (PDIC) with any special privileges not granted to competitors in the absence 
of a reasonable rationale for new law in this area. (See Sect. 303.) 

Earlier this year we were told by representatives of the Natural Disaster Coalition 
that they were conducting an analysis on the feasibility of a truly private NDIC, which 
would be completed in late May or June. If such an analysis has been completed, we hope 
they will share it with the Conunittee and other interested parties. 

We are sympathetic to legislative changes that might be necessary to allow 
individual insurers to set up cooperatives, other corporations or organizations to provide 
reinsurance or cross guarantees. However, in the absence of clear evidence of the need for 
such changes in the law, we would oppose creating a corporation with any special 
privileges because such privileges may result in unfair competition with other truly private 
companies. 

Several experts that I have consulted tell me there is no legal bar to creating a 
private disaster insurance corporation. If this is true, then what would this new antitrust 
exemption do? Would it sanction, for example, a buyer's cartel for reinsurance? I doubt 
that this is the intent, but would such an action be permissible? Would such a provision 
allow for collusion in offering bids for the excess-of-loss contracts? 

Subsection (b) of Section 303 is written in a vague, yet internally inconsistent way. 
It says the corporation "shall only provide reinsurance in excess of the amount of 
reinsurance available in the private market" What does this mean? Reinsurance of any 
kind at any price? Or reinsurance at an ^'acceptable" price? If the PDIC offers a new 
product and it is copied by another company, then must the PDIC retreat firom that 
market? 
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Furthermore, would this proposed antitrust exemption allow the now-prohibited 
activities of '^boycott, coercion or intimidation?" If so. why? 

NATIONAL COMMISSION ON CATASTROPHE RISK AND 

INSURANCE LOSS COSTS. 

Section 302 of the bill would set up a National Commission on Catastrophe Risk 
and Insurance Loss Costs. The Conmiission would study catastrophe risk and issue 
estimates of likely losses, which could then be used by insurance companies in their rate 
filings with State departments of insurance. 

While we can understand the theoretical usefulness of such a Conmiission, fees for 
use of the Commission's data should be charged in order to pay the Commission's 
expenses instead of a surcharge on the catastrophe contracts. Spending a portion of the 
receipts from the sales of the contracts would simply reduce the funds available to make 
payments on the contracts. 

We have a recommendation concerning the members of the Commission. The 
proposals would provide that "2 members who each serve as an elected regulator of a 
department of insurance of a State** shall be appointed to the Commission. We believe that 
at least one of those two regulators should come from a State with low catastrophe risks. 
Otherwise, insurance regulators from large high-risk states might occupy both of these 
slots on the Commission, which could lead to bias in the Commission's 
recommendations. 

TAXPAYER SAVINGS PROVISIONS DROPPED. 

While the original bill had very few provisions that could have resulted in any 
taxpayer savings, we were very disappointed to see that even these meager provisions of 
die legislation were dropped. As introduced, the bill would have required a deductible 
equal to $S per capita in a State. States would have had to commit to spend this amount of 
money for infrastructure repairs before accepting federal aid. While we think the 
deductible should have been at least $30 to as much as $75 per capita, the current bill has 
no deductible at all. 

Most of the federal losses from disasters have been from payments made to state 
and local governments to help repair infrastructure. The States should be encouraged to 
accumulate dieir own reserve funds to help pay for such expected disasters or to purchase 
insurance in the private market to help cover such disasters. Such a deductible would give 
some incentive for the States to take such actions. 

Having the federal government pay for repair of state and local infrastructure 
discourages the states from taking pro-active mitigation efforts on non-emecgency 
facilities. Essentially, the federal government is giving away insurance to state and local 
governments for infrastructure. 

The ** Administration Policy Paper on Natural Disaster Insurance and Related 
Issues" also suggested targeting "FEMA grants to low- and moderate-income households 

[It also suggested shortening] the maximum length of FEMA temporary housing 

assistance from 18 months to 12 months." 
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The AdministTdtion Policy Paper also suggested "increasing the interest rate on 
Small Business Administration disaster loans to approximately the market rate [which] 
would significantly reduce the federal subsidy on these loans." 

These are sound ideas and should be included in any legislation addressing natural 
disasters because they can help reduce federal expenditures on these disasters while still 
allowing for an appropriate response. 

BUDGET ACT CHANGES NEEDED. 

Congress has made a valiant effort to try to balance the budget by the year 2002. 
As part of its efforts. Congress has adopted year-by-year spending targets for 
appropriations. These targets could be significantly exceeded if disasters occur and 
Congress appropriates additional funds to pay for the disasters by waiving Budget Act 
limitations. 

This Congress has made an excellent effort to try to pay for disaster costs through 
cutting other less essential programs. This tendency can be reinforced in the future by 
requiring a super-majority vote in order to approve a waiver to the Budget Act or to exceed 
annual spending targets. Such a super-majority vote would send a strong signal to state 
and local governments as well as individuals that the federal government is likely to only 
pay for what is authorized by the law. It would also make it easier to guard against 
overspending or attaching non-emergency spending to a disaster relief bill. 

STUDY ON TAX TREATMENT . 

We strongly support the study on tax treatment of insurer catastrophic reserves 
contained in Sect. 304 of the bill. We suggest that the factors to be studied include some 
analysis of the tax treatment of catastrophe insurance m other countries. It is our 
understanding that much reinsurance capacity is locating outside our country's borders 
because of the more favorable tax treatment elsewhere in the world. If this is true, the 
revenue loss from more equitable tax treatment might be smaller than some would believe 
because otherwise the money would simply move off-shore. The study should evaluate 
potential revenue losses from failing to attract employment of people who manage such 
reinsurance capacity. 

In conclusion, we strongly urge the Comnndttee to remember that even the best- 
intentioned programs can have budget-busting consequences. While legislation may be 
needed to reduce the impact of natural disasters. Congress must move carefiiUy in this 
highly complex area to ensure that it does not create a fiscal disaster or unwisely interfere 
with private markets. While this bill, as written, is an improvement over the bill introduced 
last year, much more work needs to be done. We remain committed to working with 
members of this Conmiittee and others in order to protect against taxpayer losses and 
improve fiederal disaster policies. 
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Vn. Federal Eicai-of>LiMi Rcfanamice 

As diacuised at the end of Section II, if the federal government is able to utilize its unique positiao 
to divenify claims inteftemporaUy while dwrigning a reinsurance mechanism that complements the 
piivalB sector's provision of insurance, the federal government will expand reinsurance capacity. 
Furthennore, as seen in Section IV, this expansion of capacity directfy increases the capacity of 
primafy insurance companies to expand coverage. To the extent ftat the federal govenimeofs 
p ro gram enhances the welfere gains associated wifli implicit, long-term reinsurance contrads, this 
expansion in primary insurance capacity may even exceed the direct expansion in coverage 
offered tyy the federal program. Of course, the natural question is whettier a federal initiative 
meeting tfiis fiamework exists. This section proposes such an initiative. 

To meet ttie criteria estsblished in the prior 8ection,(only federal reinsurance proposals that 
provide coverage based on industry losses, offer capacity at levels above what is being provided in 
the private market, are capped and fully-iunded, and are market neutral are worthy of 
comddenitionj Unfortunately, no existbig reinsurance product precisely meets 1h^ policy 
criteria. By Sawing on innovations in several markets, however, tfiis section describes in detail a 
reinsurance product tiiat does meet these requiremmts: a proposal which can expand the capacity 
of the primary insurance market for natural disasters without creating disruptions in the current 
insurance-reinsurance market equilibrium and without adverse impact on the federal budget 

To begin, we return to an examination of the transfer of liability induced by ttie reinsurance 
contract The objective of catastrophic excesd-of-loss reinsurance is to provide per ride, per 
occurrence protection for losses (L) that exceed some trigger level (T) based on what the insurer 
can absorb. By design, once an event exceeds tfus trigger, the reinsurance pays (some fixed 
proportion of) disaster losses (L) usually up to some predetermined cap (C) on the reinsurer's 
e9qx>sure. Therefore, if losses are less tiian the trigger, the contract pays nothing. If losses fell in 
ttie range between ttie trigger and ttie cap the contract pays out L-T. If losses exceed the cap, the 
contract pays out the difference between the cap and the trigger, or C-T. Using this basic 
structure, one can specify the payout (P) of the reinsurance as follows: 



P«Max[0,Min(L-T,C-T)] (3a) 

or 
P - Max[0, L-TJ - Max[0, L-C] (3b) 



As expressed in equation 3b, the reinsurance contract is simply the difference between a put 
option and a call c^on written on the underlying exposure of the insured event, or a call spread 
option. While tfiis specification is by no means novel (see the discussion of the CBOT optioos in 
Appendix B) it provides a better financial fiamework for addressing the federal reinsurance role. 
That is, if the federal government is going to accept a contingent liability fer a portion of disaalBr 
losses tfirou^ exoess-of-toss reinsurance, ttie federal reinsurer will be best able to control this 
liability and fund the reinsurance program by directly selling narrowly defined contingent claims. 
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SpecificaUy, the federal govemment should directly write and sell oontiiigent claims against ttie 
upper (c^>ped) layers of catastrophic disaster losses on a per risk and per occurrence basis. These 
contingent claims, hereafter refened to as Excesi-of-Loss (XOL) contracts, would be available 
for qualified insurance companies, pools, and reinsurers and would cover industry losses^ finom a 
disaster in the $25-$50 billion Uyer of coverage — a Uyer currently unavailable in the private 
market The federal gov ernm e n t could write eiflier a multi-peril contract or provide individual 
hurricane and earlhquake/volcano contracts. For a full discussion of pricing and hedging 
techniques for XOL contracts see Cummins, Lewis, and Phillips (1996). 

Like private catastrophe covers, ttie basic XOL contracts would provide coverage for a single 
event, not an aggregation of losses over a fixed period^. However, like the CBOT options, the 
reinsurance trigger and cap would be based on insured industry losses to minimise I3ac problems 
associated with writing company specific reinsurance. The payout function on these sbgle- 
occurrence XOL contracts also would be a function of industry losses and would be fixed at the 
time the contract is issued. Thus, the expected payout of ttie contract would be re-expressed as 
follows: 



P = Max[0, 6(L-T)1 - MaxlO, 6(L-C)1 (4) 



where 6(.) represents the payout function of the contract which depends on the difference between 
the level of total industry losses and the contract trigger or strike price. 

The payment structuie of these XOL contracts is depicted in Figure 3. As mentioned above, the 
XOL contract offered by the federal govemment would be analogous to writing a call option for 
the insurance industry that pays off when industry disaster losses exceed $25 billion, where 
embedded in the call option is a put option held by the federal govemment such that industry 
losses in excess of $50 billion are "put" back to the insurance industiy. That is, the payout of the 
call option component of the XOL contract rises as a fixed proportion of industiy koaes in excess 
of $25 billion once the $25 billion teeshold is reached. However, once industiy losses exceed 
$50 billion, the put component of the XOL contract provides an equal ofi&et to any additiooal 



^ Industry Losses are defined as aggregate direct insurance losses in qualified lines of insurance in 
the United States, occurring as a result of a catastrophic event within the contract period and paid 
wittiin 18 montiis of the event date. 

s Given the intractable problem of creating a renewal provision that meets insurers needs for 
continuous coverage without providing '^firee" insurance, ttie federal govemment could offer 
multiple-occurrence XOL contracts. MuHiple-event XOL contracts would cover disaster losses 
finom up lo two or three disasters in the $25-$50 billion range. The contractB woukl not aggregate 
losses over disasters, but would treat each event ''as if* it was covered by a separate oootract In 
rvturo for the expanded ooverage, the federal gove niiu e ut would in oorpora t e a higher up-fixxit 
risk-based premium in the reservation price for the muHi^XOLs to co mp en s ate fbr the extra 
coverage. 
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indiifliy looes above $50 bOlioo. As a rewll; Ihe Mend govennienf s expoiiire is timhod to 
GOVBring losses in llie $2S-SS0 baUoii lange^ as diown in the payout 



Figures Pi^out of Contracts 



Olber aspects of the XCX« conlracls indiide te foOowins: 
Matnillj -- The XCH^ ocxitoMis wooM be sold MHHiaUy w^ 



TheEscosoTLoasTrlBerOO— The trigger level oftfaeoonlrBCts would be set at a level 
above the layers ofieinannmoe being provided in the private niarloBti. The oompariy-specific 
nature of traditional r eiiiwiraime makes cstimatiag ffais level diflBcutt However, based oo 
evideooe provided by private reinsurers and te levds of ooverage available in the CBOT market; 
the trigger (T) is set at $25 biUion in industry losses. This trigger levd of ooverage could be 
aiyusted to reflect the rate of propert3f-value inflatKint changes in private rnnsuranoe supply^ 
demograj^c duuiges in insured values, 'and changes in expected msurance losses. 



TheEaBccnoTLoasCBpdC)- Tlie cap on the XOL contracts is based on the ability of a lederal 
reinsurer to estiriMte the probability of loss asaocjated wifli catastrophic disaster zuk with some 
degree of certainty. That is, while the actual distribution of expected contract losses is urdmown 
and must be estimated with a given level of uncertainty, ttie uncertainty in estinuiting the 
parameters of ttie loss dtstributian cannot swamp the actual expectation of loss. Tfaus» the federal 
reinsurance cap initially is set at $50 billion. AgaiQi the level of the cap can be acQusted annually 
to reflect property-value iiiflatioQ, widi fertfier a4justiiients pennftted based on n^ 
as discussed in i 



The PayvNit ftmction W*)i> -- The payout fimction of the XOL oonlnMt stipulates how imiGfa each 
individual contract win pi^ in teevonttecontoact trigger is reached. As proposed, 5(.) simply 
I a scshu- IfaiiGto refadiiK industry k)sses to the desired denoinination of each ooatract 
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That i8» 6(.) is set ao that each conlract pays out $1 millioa for evoiy $1 bilUaa by ^Mxh iodiuliy 
loaaes ejooeod the trigger 

6(.)- 1/1000^(L-T) (5) 

This simple payout function, vAikh by oonstnidion includes a conlract payout cap equal lo $25 
milUon, woidd provide a tolal capacity oflyOOOoQolracts being sold annually. Amoie 
oomplicalsd specification for 6(.) is, of course, possible. However, in sped^ing the pi^out 
filnctionspecia^ consideration should be given to the size oflheoonlrBCt denomination. Ifthe 
contract denomination is too small, the transactions costs associated with purchasing a large 
number of contracts can ofi&et the gains provided by the reinsurance coverage. On the otiier hand, 
ifthe denomination is too large, insurers with snoaller portfolios could be squeezed out of the 
market Thus, a careful balance must be reached between the contract size and the complexity of 
the payout formula. 

Fajoot Tafl — Only reimbursable disaster losses paid during the 18 month period immediately 
following the disaster and reported to the Treasury within 21 months of the event date will be 
covered to limit the tul on the contract payout and prevent the accumulation of losses over a series 
of events. While helping to protect against fraud and abuse, Una provision has the additional 
advantage of encouraging insurance companies to expedite the processing of claims in the wake 
of a disaster — a social good from a policy standpoint 



I Fartks for Purdiasiiig the XOL Co ntr ac ts — Private reinsurance firms; primary 
insurance companies; and state, regional, and national pools would be digible to puidiaae and 
exercise a federal XOL contract, as long as they are licensed or admitted to write p r op erty and 
casualty insurance or reinsurance in a state in the United States, are actively providing coverage 
for p ro p erty located in the United States, and have r e gis teiied with the Government 



I Lines of Insurance — Qualified lines of insurance for earthquake damage would 
include property losses in earthquake duke policies (written separately or as part of a 
homeowners policy), commercud multi-penl, and commercud nuand marine coverage associated 
with earthquakes. For hurricane damage, property losses co v ere d by homeowners, wind policies 
(written separately or as part of a homeownen policy), commercial multi-peril, fire policies* allied 
policies, from ownere policies, and commercial inland marine policies would be cavend. With 
respect to volcanic activity damage, property losses covered by homeownen policies, commercial 
multi-peril policies, fire policies* allied policies, fium owners policies, and co mm er c ial inland 
marine policies would be included. For r e p ort in g purposes, estimates reporte d by the state 
insurance commissioners ofifice in each affected state would be used as an index of loss, witii 
validation accomplished tivough year^-end tax filings. 

Linking Payouts to Firm Losses 

To provide a more direct link between the payout of the XOL contracts and actual incurred 
di sB itw kMMM by a firm, tlie XOL eontraot would oarry aa additional payment conditioa that only 
firms with reimbursable disaster losses would be eligible to exercise the XOL contracti, and on^ 
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in an amount up to Ihe vahie of actual rennbiirnUe lon^ Toe 

condition, qualified puraliaaerm must provide a oerlifi^ 

eaoBrdae and follow-up witii audited financial itatementB supporting their daims. Tliua» to be 
considered a qualified ckanuua^ a firm must be a qualified purchaser, have actual reimbursable 
r losses, and hold a valid XOL coatract 



This provision is designed to dimmale one diortoonung of providmg fedend reinsurance thrnugli 
these exoess-of-loss contrads — the potential for a finn wiA no disaster losses to receive a payout 
fiom these contracts in the wake of a disaster. For example, if a hurricane swept tfvougb New 
England causing over $25 billion in insured damage, regional insurers in the Southeast U.S. that 
purrJiased hurricane contracts would got paid. This disconnect, while not sn abemtion fi«n an 
insurance or financial hedging p er sp e cti ve, would create a political difficulty for the federal ^^ 
govenmient Further, ^len reviewing the acxxumting treatment of flieae oontrscls, this disconn ect 
may make it more difficult for states to accord XOL contracts the same regulatory status aa 



hi isolation, this condition would greatfy increase the complexity of the pricing the XOL 
contracts. Adding this exercise condition to the reinsurance contract would transform the 
valuation problem to ttiat of pricing the dififorence between a contingent put option and a 
c o nlhue e n t call option. Solving this problem would require the federal reinsurer to calculate the 
conelation between industry disaster losses and each individual company's losses, leading to all 
of the same problems associated with company specific reinsurance. 

Tranrferability - Creating a Secondary Market 

To avoid the complications arising finom ofifering contingent put options, the XOL contrBcte couki 
be made fiilly transferable among qualified pufdiasers. F^irthermore, the collectkm ''rigfits*' of the 
contrsct can be made folly transferable and divisible (i.e., assigned losses). By allowing the rig^s 
of the contracts to be transferable, a secondary maiket will develop feat will allow finns to trade 
reimbursement rights to the insurera with the greatest uncovered losses, 
butially, only companies yfAiaee portfolios correlate well wife industiy losses will purchase the 
XOL oootracts. However, in the event feat one offeese c o mpa ni es does not incur l osse s in the 
wake of a disaster, the company can sell the contracts to ofeer qualified purcfaaaers in need of 
additional coverage or seU the reimbursement rights of feeir contracts to non-qualified pnrdiasers. 
hi this way, most, if not all, of the contracts will be exercised in the wake of a disaster and the 
federal gover nm e n t can reasonably price these contracts *^ if* all contracts will be eBBerciaed. 
Ftefeer, the development of feis secondary maiket dxxdd improve the allocation of feese 



' Rennbursable Lx>sses are defined as msurance and reinsurance claims, mdudmg flffignrif < 
and loss adjustment expenses, that (a) result fiom a catastrophic event, (b) reside in qualified lines 
of tnsurance, (c) are measured net of salvago and reinsurance recovered and recoverable^ (d) cover 
loiiie hi the United 8tatss» (•) are paid withm Ig months of the event date and presented tothe 
federal go v ernment within 21 months of the event date, and (1) are covered by a valid XOL 
contract. 
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Fecland Auction Jbr tfu Exe&ss^fiLoMS ComraoU 

To allow for the devdopmoit of a piivale maikat to crowd-out these federal conlractB and to Imiit 
Ihe potential for underpridng, the federal goverament would auction off a limited number of tbeie 
conbvcte, itBrting fiom an initial reiervation price^i (floor) uiing an audionl^. The advantage of 
using an auction to sell ttie XOL contracts is the ability to marginally undersupply the maiket and 
extract private information on the value of the XOL contracts fiom private firms. 

An advantage of diort-selling the maiket is that the p ro gram generates additional premium 
revenue to cover ttie risks associated with misprictng the reservation price. To see tins* recall fliat 
tfiere are tfvee iMsic information sets tfuit tfie federal government must recognize irAmu setting tfie 
appropriate premium for the XOL contracts — explicit informatioo on ride acvailable to the 
govemment; the explicit and intangible information reflected in the private market's valuation of 
the contracts, and any information that is currently unknowable but may be revealed at some point 
inthefoture. 

The ride-based reservation price is set to reflect the federal government's best estimate of the loss 
distribution associated with providing coverage against tfus layer of catastrophic losses. Usiqg an 
action format provides a mechanism for extracting the private market's valuation of the ride 
covered by the contracts. If the federal gov ernment were able to enaura that the supply of 
contracts perfectly equaled the demand for coolracti, the price would ecpial the margin 
ride --reflecting all currently available informatfen on the magnitude of the ride. Sinoethe 
govemment has imperfect knowledge on the level of the private sector's demand for te contracts, 
the p ro gram needs to nuuginally diort-sell demand to extract information on the private sector's 
demand curve. However, by diort-adling demand, ttie price of the XOL contracts diould be 
marginaUy above the marginal cost of risk — providing at least partial protection against upward 
revinons in the assessment of risk. 



Reservation Price — The reservation price would include a rUk-^oM^d prmnium for providing the 
remsurance^ a cost-^jf'&xpiuu turchetr^ to reflect tfie private reinsurance market's expected return 
on 'Vionnal'' catastrophic reinsurance, and an mxpmum loading to cover all administrative expenses 



10 While important, the dynamics of how fliis secondary market would develop and value the 
XOL contracts in the wake of a disaster is outside of the scope of tfus paper. 

11 With fliis structure, and an appropriately determined ride-based reinsurance premium, a federal 
reinsurance program will remain actuariaUy-aound. Unlike other federal credit and insurance 
p ro gram s, the only contingenl4iability assodated wife the program is the potential liabili^ that 
future events or stetea-of-lhe-world will reveal information oonoemin g increased program oosts 
for wUdi we currently have no informatkxL That is, uncertainty ride whose currant expected 
valuois zero and whose variance is infinite. 

IS A diaeuadon of Hie appropriate auetion format for tlie aale of Hie XOL eontraoto is left for 
fiiture reaearch. 
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afteprognm. Note;, including aooglKigcapilaladBuiiBicnt in tf» 
dflwekijpoMat of « ivivalB leiniiinuioe niariGet to "crowd 01^ 
praviiioo of 'flme nuunnoco covcnigo Iq^QtB. . FkvflMnnora^ tfiD cm do ib 
ftpwuli tbc oof^o^c^Mtid michifge can be fodiiMlBd to effixti to i 
acliviliet tfwt foduoe te ofvcraU property lofiet Ihn nslii^ 



I -• The ooofernctB would be nclKinDd by te U^. Tieaniy ivifli only m 

any one ysv to capture Mwpiigit pwaii^ mmwiKKJiff*^ |b thff 
private nnriBBt demand for teXOLoonkactB. For example^ wiA a tearfiold <^$2S bOlkaw a 
cap of $S0 bOliQa, and a payout of $1 mUlioo for eveiy $1 biHion in indualry loaaea above te 
tlvediold, there is a tolal capacily in diB nunket for 1,0(X> cooliacli (l,^ 
per$billioQinlosieax25 - $25 biHioo nunrimnm payout). As a slartiqg point; te Treaany 
would auctkni 25 pereentofdiBtolal value ofdiBOQalncta, or 2S0contiaGti» indiafint 
Tlie Ttoainiy oould ten linul diB value of XOL OQOIrects ofifered for sale al 
to be no laraer dian te gieater o£ 



90 pereent of te talal pay-off value of te OQOInct bida dwt were reoeived 
during die preced in g year ■Mtex Bcco od die wservalioo price by al least 10 



te total pay-off value of te oonliact bids diat were reoeived at auctkni during te 
preceding year. 

te TVeaany oould limit its eipoaure by piecing an overall ceiling on die value of 
avialable for sale in any year (e.g^ 75 peroentaftemnrimnm value of c 
B $25 to $50 biOian range). 
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NATIONAL LEAGUE OF CITIES 
NATIONAL GOVERNOR'S ASSOCLVnON 
NATIONAL ASSOCIATION OF COUNTIES 



July 15. 1996 

Member 

Senate Commerce, Science and Transportation Committee 

U.S. Senate 

Washington, D.C. 20515 

Dear Senator 

We are writing this brief note on t)ehalf of the National League of D'ties (NLC). the National 
Qovemors' Association (NGA) and the National Association of Counties (NACo). 

It has been brought to our attention that a list (attached) is being drcuiated indicating ttiat our 
organizations support the May 23. 1996. draft of the Natural Disaster Protection Act. This is an 
"Amendment In the Nature of a Subetitute for 8.1043." which wae recently introduced by 
Senator Stevens. We have not yet seen the Legislative Council Version dated June 24. 1996. 
which we believe is the actual amendment introduced by Senator Stevens. 

Our organizations have worited with Senator Steven's taslc force to try to improve the original 
8.1043. This effort has made some Improvements to the original bill but we still have some 
very serious concerns which we will comment on individually when we have had an opportunity 
to review the legislation. 

Our respective leadership and policy committees have not liad the opportunity to fonn dear 
positions on this "Amendment In the Nature of a Substitute for 8.1043." At no time have our 
representativee made any statement of support for either the May 23 or June 24 versiona of 
Senator Steven's bHI. 

Sincerely. 

National League of Cities 
National ^Qovemors' Aseodation 
National Association of Countiee 
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PositiQiis of Major Interest Groaps on 
Katural Disaster/ Protection Act 



■ 


Position before 
task force mcctlBCS 


Fotttloiiasof 
aevir 5^3 bin drift 


O rpiniMtion 












Matsond Taxpayers Union 


Oppose 


Si9p«t 


National Association of 
HoflM Builders 


Oppose 


Support 


National Assoc, of RsaMois 


Stq>port 


Support 


Motigage Bankers 


Support 


Support 


Fannie Mae 


No position 


SiTPOrt 


FMddieMac 


No position 


Support 


Fixe Protection Association 


Support 


Support 


National Txague of Gdes 


Oppose 


Support 


National Qovemofs 
AssodarioQ 


Oppose 


Support 


Association of Counties 


Oppose 


Support 


Conference of State 
Legislanures 


No position 


Support 


J Association of State 
Insurance Coounissioncfs 


Oppose 


Support* 


Flood Plain Manageis 


Oppose 


PositlOD unknown 


United Homeo^vners Assoc 


Support 


Support 


Nai'l Emergency Managment 
Association 


Support 


Support 


Consumer Federation 


Oppose 


Oppose 


Consumers Union 


Oppose 


likely to oppose 
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